The BANKING 
LAW JOU 


Jui 71557 


ESTABLISHED 1889 
BUSINESS ADMINISTRATION 
LIBRARY 


VOLUME 74 MAY, 1957 NUMBER 5 


ILLEGAL “DISCOUNTS” BY NON-BANKING CORPORA- 
TIONS IN NEW YORK 


Supreme Court of Illinois Upholds Case Against Bank on 
Certificates of Beneficial Interest 


Contract to Loan in Excess of Bank’s Legal Limit Held 


“Acceptance” in Criminal Statute Construed to Mean Promise 
of Drawee to Pay 


Bank Prevails Over Surety With Prior Assignment 


Commercial Credit Law Letter 
Banking Legislative Trends in the States 
Trust Decisions 


Trust and Estate Tax Decisions 


For complete table of contents see page ti 





| 


Banking Law Journal Digest 


(FIFTH EDITION) 


With the 1957 Cumulative Supplement 


The Fifth Edition of the BANK- 
ING LAW JOURNAL DIGEST 
and the 1957 Cumulative Sup- 
plement are now ready for deliv- 


ery. 


The BANKING LAW JOURNAL 
DIGEST, a volume which has 
been familiar to bankers and bank- 
ing attorneys for many years, 
contains digests of the legal de- 
cisions which have appeared in 
the monthly issues of The Banking 
Law Journal since the establish- 
ment of the Journal in 1889 down 
to the beginning of the present 
year. 


ANNUAL CUMULATIVE SUPPLEMENTS @ CONTINUALLY DOWN TO DATE 


More than two thousand im- 
portant banking decisions have 
been made by the courts since 
the Fifth Edition appeared in 
1989. These, of course, are in- 
cluded in the new 1955 cumula- 


tive supplement. 


These digests are grouped under 
150 main headings arranged in 
alphabetical order — Acceptances, 
Accommodation Paper, Agents, 
Altered Paper, Assignments, At- 
tachments, Banking, Bills, Bonds, 
Checks, Collections, Deposits, etc. 


DEPENDABLE FACTS AND GUIDANCE 


10,000 Digests of Banking Decisions—Arranged for 
Quick Reference— Complete Table of Cases —150 
Main Headings — 1,618 Sections — Over 1,000 Pages 
Fabrikoid Binding—Price $15.00 Including Supplement 


(The 1957 Cumulative Supplement is available at $10.00 
to subscribers who have the Fifth Edition) 


THE BANKING LAW JOURNAL, 89 BEACH ST., BOSTON 11, MASS. 





TESTED TECHNIQUES 
IN 
BANK OPERATIONS 


Edited by John Y. Beaty 
for 24 years, Editor of Bankers Monthly 


This book is designed to be used not only as a reference book to 
give information about any specific bank operating problem but 
also to be read from beginning to end in order to show the reader 
what many different banks are doing to improve their operations 
and make their daily work more efficient. 436 experiences of banks 
all over the country are described. 


With this book available at your own desk you have before you the 
profitable experiences of many successful banks. 


Topics are arranged alphabetically. For example, under LOANS 
there is given a long list of cross references to other topics in the 
book that discuss various kinds of loans. By reading these cross- 
referenced topics and all the topics under loans you will find the 
complete story on loan practices of many different banks—informa- 
tion useful in checking your own methods. 


PRICE $12.00 DELIVERED 


THE BANKING LAW JOURNAL 
89 BEACH STREET BOSTON 11, MASSACHUSETTS 





THE BANKING LAW JOURNAL 





VOLUME 74 MAY, 1957 NuMBER 5 





CONTENTS 


BANKING LAW ARTICLE 
Illegal “Discounts” by Non-Banking Corporations in New York—Homer Kripke 369 


BANKING DECISIONS 
Supreme Court of Illinois Upholds Case Against Bank on Certificates of 


SINE IIIT: cccccsinnssnunsiisnscennssnnesecteniatacsenceninmnaneanenenmeemesnatineenenecsneene 387 
Contract to Loan in Excess of Bank’s Legal Limit Held Illegal ..................00-0-0000 400 
“Acceptance” in Criminal Statute Construed to Mean Promise of Drawee 

BD PRY  .2..0.0ccccescvscecscrsecsscvosesscvescoscesovescosnsecossccoscoonssssooesoscsoscsoccoosooccsscsoocsoccooccs 402 
Bank Prevails Over Surety With Prior Assignment ............sssssssserersseseseseneees 408 
FEDERAL INCOME TAXATION OF BANKS—CAPITAL GAINS AND 

BATES cccssscecssscsesnsessnssnunenessnsovencesnessnnetessonsesseneesesonesesesosonecesssesesonocseenecssoneses 416 
CHECKS AND NOTES FOR BANK TAX MEN .......cccsssssssssssssssesssssnsnsssesnseenees 430 
COMMERCIAL CREDIT LAW LETTER .........cccscssssssssssssesessseresesssereserscereess 434 
BANKING LEGISLATIVE TRENDS IN THE STATES ..........c.scsccsessessesessessees 437 
TIE TO cccercesssescenncessnssesesscsniesaniessnssnernsenintensestenpssecesoonscssccsessonssccooseses 449 
TIS BT) TTT TA TO eiccccccccccccsccnnscnsecccsccesessesenseserensscescsnneees 452 
INVESTMENT AND FINANCE—Oscar Lasdon .........sscsssssssssssssssssssssessssssseseees 455 
OCCU WOR TRADTITEIG cceccccccccesecccscsssscesessesesocesscesscavenssonsnonensnsnsevesscncocesesecsess 460 


THE BANKING LAW JOURNAL is published on the |5th of each month. 
Subscriptions, $15.00 a year in the United States and possessions; $16.00 
in Canada and foreign countries. Single copies one dollar and fifty cents. 
Material for publication is welcomed, either articles, decisions, or other 
items of interest to bankers, officers of financial institutions and their 
attorneys. While the utmost care will be given material submitted, we 
cannot accept responsibility for unsolicited manuscripts. Copyright 1957, 
by Banking Law Publishing Company. Second Class mail privileges 
authorized at Boston, Mass. 


BANKING LAW PUBLISHING COMPANY, Publishers 
89 BEACH STREET, BOSTON 11, MASS. 


M. W. Cross, Editor and Publisher; Alexander Puglisi, Business Manager 
Thor W. Kolle, Jr., Legal Editor; Oscar Lasdon, Associate Editor 
Sam B. Vitt, Advertising Director 














TRUST ADMINISTRATION 
and TAXATION 


by Walter L. Nossaman 


Quick, Practical ANSWERS for the Trustee 
The trust administrator faces hundreds of questions during busy days when 
his time for reading is limited. This work is designed to supply carefully 
researched and documented answers, on a practical level, with a minimum of 
theoretical and historical discussion. 


TRUST FORMS WITH ALTERNATE CLAUSES — a comprehensive collec- 
tion is given in Volume 2. Any combination of purposes can be achieved 
through the use of hundreds of variant clauses. All drafted with tax saving 
objectives in mind (full consideration of short term inter-vivos trusts, marital 
deduction trusts, etc.). All drafted with such precision and respect for 
detail that they function as omission-proof check lists before finalizing any and 


all papers. 


TAXATION — full coverage of all questions with which an administrator must 
deal is given in Volume 2. Gift taxation and other related matters are con- 
sidered as well as pension and profit sharing trusts, exempt trusts, conflict in 
state laws, etc. This coverage, always to date, completes the collection of all 
information which a working trustee must deal with—all integrated in two, easy- 
to-use volumes. 


SCOPE — Chapters 1 to 14 have to do with questions of validity—whether 
a trust exists—or with validity of particular provisions; also, with interpretation 
of the trust or some of its provisions. Chapters 15 to 19 deal with questions of 
principal and income. Chapters 20 to 25 deal with the rights of beneficiaries, 
settlors, creditors, etc., and with certain liabilities of the trustee. Chapters 
26 to 35 deal with purely administrative problems but include court proceed- 
ings, their occasions and results. Chapter $6 deals with powers of appoint- 
ment. Following Chapter 36, an entire volume is devoted to three things: 
taxation and forms, as outlined above, and the general index. 
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ning. 
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is sufficient assurance of its practical 
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increase its usefulness: 
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notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Practical answers to questions relatin 
options @ business insurance trusts @ 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate g, 
with special emphasis on the marital 
deduction. 

Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 
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Illegal “Discounts” by 
Non-Banking Corporations 
in New York 


HOMER KRIPKE® 


In May 1956 the Court of Appeals of New York exploded 
in thickly populated financial circles a time bomb that had lain 
dormant in the statutes of New York for over a hundred years. 
In many respects this was a laughing gas or a tear bomb, i.e., 
one likely to cause more nuisance than real injury, but never- 
theless one which the court should have rendered harmless, 
not ignited. The case was Miller v. Discount Factors, Inc.* 
It involved the construction of section 181 of the New York 
Banking Law’ and section 18 of the New York General Cor- 
poration Law’* which together purport to forbid the exercising 


This article is reprinted with the permission of the editors of the COLUMBIA LAW 
REVIEW published by the Columbia University, New York, N.Y. 
* Member of the New York Bar. A.B., Michigan, 1931; J.D., 1933. 


11 N.Y.2d 275, 185 N.E.2d $8 (1956), reversing 285 App. Div. 772, 141 N.Y.S.2d 140 
(Ist Dep’t 1955). 

2“§ 181. Prohibitions against encroachments upon certain powers of banks and trust 
companies: 

“1. No person unauthorized by law shall subscribe to or become a member of, or be 
in any way interested in any association, institution or company formed or to be formed 
for the purpose of issuing notes or other evidences of debt to be loaned or put in 
circulation as money; nor shall any such person subscribe to or become in any way inter- 
ested in any bank or trust company or fund created or to be created for the like purposes 
of either of them. No corporation, domestic or foreign, other than a national bank or a 
federal reserve bank, unless expressly authorized by the laws of this state, shall employ 
any part of its property, or be in any way interested in any fund which shall be employed 
for the purpose of receiving deposits, making discounts, receiving for transmission or 
transmitting money in any manner whatsoever, or issuing notes or other evidences of debt 
to be loaned or put into circulation as money. All notes and other securities for the 
payment of any money or the delivery ot any property, made or given to any such 
association, institution or company, or made or given to secure the payment of any 
money loaned or discounted by any corporation or its officers, contrary to the provisions 
of this section shall be void.” 


3“§18. Prohibition of banking powers: 
“No corporation, domestic or foreign, other than a corporation formed under or 
subject to the banking laws of this state or of the United States, and except as therein 
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of banking powers by non-banking corporations, forbid the 
making of “discounts” by such corporations, and declare “void” 
notes given in violation of these provisions. 


Discount Factors was a corporation organized without 
special banking powers, although under its charter it did have 
the power to lend money. It apparently had no business other 
than financial transactions, and it was conceded that it had 
made a number of loans of the type herein involved. In this 
case, it purchased the notes of a corporation, Philip Freeman 
Co., nominally payable to that company’s president, Walter 
Freeman; but concededly the notes had had no genuine legal 
inception in Freeman’s hands prior to their purchase by Dis- 
count Factors. Therefore, the court held that the transaction 
constituted a loan to Philip Freeman Co., not a purchase of 
existing paper that had had a valid prior inception in a transac- 
tion between the borrower and payee. The face value of the 
notes totaled $15,000, and they bore interest at 6 per cent per 
annum with maturities of 1 to 5 months. They were purchased 
for $14,325 after a “bonus” of $675 was deducted. Thus, the 
total yield was equal to 24 per cent per annum. The rate was 
usurious, but corporations cannot plead usury in New York.‘ 


Philip Freeman Co. went into bankruptcy and Discount 
Factors sued one Miller on his endorsement of the notes. He 
defended by pleading that the notes were void because of vio- 
lation of the statutes cited. Held, the notes were void and no 
action could be maintained thereon. The basis of the decision 
was that the New York statutes cited forbid the making of 
“discounts” by non-banking corporations; that the taking of 
the $675 bonus was the forbidden making of a “discount”; and 
that no artificial distinctions could be drawn between “dis- 
count” and “bonus” even when there was a 6 per cent per 
annum stated interest rate. 

The court made clear that the key point involved was the 
making of the discount, not the making of the loan as such or 
the making of the loan at a usurious rate. The court said, 


provided shall by any implication or construction be deemed to possess the power of 
carrying on the business of discounting bills, notes or other evidences of debt, of receiving 
deposits, of buying and selling bills of exchange, or of issuing bills, notes or other 
evidences of debt for circulation as money, or of engaging in any other form of banking . . .” 
4 N.Y. Gen. Bus. Law § 374. 
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The pertinent statutes . . . plainly forbid all discounts. In 
this case Discount did, in fact, the very things we said in the 
Meserole case . .. were the functions of a bank of discount, namely 
used its funds and deducted in advance the larger part of its com- 
pensation for the money loaned to Freeman... . 

It is no answer to the prohibition of section 181 to argue that 
section 18 of the Stock Corporation Law, and its charter of in- 
corporation, permit Discount to lend money and purchase or 
acquire notes, and that this transaction involved a loan and not a 
discount. The authorization to lend money in said section 18 does 
not entitle a domestic corporation, not organized under the Bank- 
ing Law, to discount negotiable paper. ... Discount could have 
made a loan and charged any rate of interest that was agreed upon, 
but if the loan is evidenced by promissory notes, and the charges 
therefor are deducted in advance, in whole or in part, it trans- 
gresses the Banking Law. (Emphasis added.) 


This was the first case in the Court of Appeals on the 
statutes in question for a quarter of a century, since Meserole 
Securities Co. v. Cosman® was decided in 1980. In Meserole, 
the court had to go back another half-century to two cases de- 
cided in 1879° and 1880° to find Court of Appeals precedents. 
For a decision on a statute so seldom interpreted by the state’s 
highest court, the Miller opinion contains a remarkably un- 
imaginative, conceptual discussion of the word “discount.” It 
ignores the purpose of the statute and the implications of the 
decision in fields of financial activity other than the necessitous 
borrowing of the Miller case. 


Let us look at some of the financial activities among which 
the Miller bomb was exploded and which have been under 
study in the light of that case: 


As a result of this decision, it might be contended that all 
of the “commercial paper” purchased by business corporations 
in New York, in volume running into the billions of dollars 
per year, is “void” because commercial paper is sold by bor- 
rowers in non-interest-bearing form and is purchased at a 
discount by the suppliers of the funds. 


It might equally be contended that all ‘corporate bonds 


5 253 N.Y. 180, 170 N.E. 519 (1930). 
6 New York State Loan and Trust Co. v. Helmer, 77 N.Y. 64 (1879). 
7 Pratt v. Short, 79 N.Y. 487 (1880). 
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purchased® by corporate underwriters at less than par (i.c., 
at a discount) are under the same cloud. 


It could even be argued that when insurance companies and 
other institutional lenders (even non-profit corporations) ad- 
vance less than the face amount for the notes involved in their 
term lending, they are illegally “making discounts,” and the 
notes which they take are subject to the disability of the Miller 
case. 


Of course, it is inconceivable that the Court of Appeals of 
New York, when confronted with any one of the foregoing 
sets of facts, could reach so fantastic a result. In the Miller 
case it failed to visualize the applicability of its decision to other 
sets of facts. Indeed, it is doubtful whether the Miller case 
itself would have been decided as it was had the court not 
been misled by the atmosphere of usury surrounding the case, 
even though the court purported not to base its decision on 
that ground. To the present writer it is clear that if confronted 
with one of the cases mentioned, the court would not reach the 
same result as in Miller. The court might have an easy way 
out, if a case should arise on a defense by a maker, by follow- 
ing the early New York precedents which hold the notes void 
but then hold that the makers are nevertheless liable for money 
had and received even though suit cannot be based on the notes.® 


8 The Miller and Meserole cases make it clear that where a note has no valid prior 
inception, the acquisition thereof is a loan. The fact that a loan is involved cannot be 
avoided by using language about “purchase” of the note. There would be a sound 
basis in the law for distinction between investment securities and trade notes, but it 
would be hard at present to adduce satisfactory judicial authority to support the distinc- 
tion. Also, it might be difficult to draw a clear-cut line between investment securities on 
the one hand and promissory notes, bankers’ acceptances, commercial paper, and other 
forms of widely traded monetary obligations on the other. 

® Pratt v. Short, 79 N.Y. 487 (1880); Utica Ins. Co. v. Bloodgood, 4 Wend. 652 (N.Y. 
1830); Utica Ins. Co. v. Caldwell, 3 Wend. 296 (N.Y. 1829); Utica Ins. Co. v. Kip, 8 
Cow. 20 (N.Y. 1827); Utica Ins. Co. v. Scott, 19 Johns. R. 1 (N.Y. 1821). The Utica 
Insurance cases were criticised on logical grounds in Tracy v. Talmadge, 14 N.Y. 162 
(1856) , and questioned as a proper reading of the statute in Curtis v. Leavitt, 15 N.Y. 9 
(1857). But after noting these criticisms, the court in Pratt v. Short expressly followed 
the Utica Insurance cases. This aspect of Pratt v. Short was noted with seeming approval 
in Meserole, 253 N.Y. at 144, 170 N.E. at 524, and in the opinion of the Appellate Division 
in the Miller case, 285 App. Div. at 778, 141 N.Y.S.2d at 145-46. In the Miller case 
itself the maker was in bankruptcy and the suit was against an endorser, who was not 
liable in an action for money had and received because he had not received the money. 
Thus, the Miller case afforded no opportunity to test the old precedents, although the 
Appellate Division noted that under them the principal effect of the statute is to release 
endorsers. Indeed, the writer has heard it seriously contended that even the Miller 
case arose on a mere happenstance of form. Miller had endorsed the note and there- 
fore the suit had to be on the note, which the court held to be void. It has been con- 
tended that if Miller had signed a separate piece of paper, namely, a guarantee agree- 
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But the present writer would prophesy that the court would 
not take the easy way out, but would directly hold the statutes 
inapplicable, finding a theory to distinguish Miller. The court 
could not afford to leave these statutes as a threat to transactions 
like the ones mentioned if the holders of the notes ever had to 
sue an endorser like Miller, who is not liable for money had 
and received. It is on this basis that the writer characterizes 
the Miller bomb as a nuisance rather than a lethal weapon. 


How did the Court of Appeals of New York put itself into 
its present predicament, overruling a unanimous Appellate 
Division to get there? Much effort could be devoted to anti- 
quarian research into the predecessors of the present statutes 
and the rather substantial number of early New York cases 
involving them. Such antiquarianism would have been reward- 
ing in the days before Miller, for proper interpretation of the 
early history and the purpose of the statutes would have avoided 
Miller. But the court has now given the statute a reading 
which makes history and purpose largely irrelevant for future 
judicial development of the problem. The present article 
will deal with the matter legislatively—it will try to reach a 
conclusion on a policy basis as to what, if anything, the New 
York statutes should now provide to insure sensible regulation 
under modern conditions. 


The early statutes had their origin in the deliberate purpose 
to give the specially chartered banks a monopoly position, a 
purpose which was eliminated by the repeal of laws that had 
forbidden individuals to enter the banking business in 1837 
and the adoption of the general statute for incorporation of 
banks in 1838. The continued restrictions on the exercise 
of banking functions by non-banking corporations remained 
supported only by the very general policy that corporations 
should not exceed their charter powers” plus the need for 
ment, he would have been liable. 
It is interesting to contrast these views that the statute amounts to nothing but a 
formalistic guide to pleading and contract drafting with the views discussed in Case 5 


infra, to the effect that the policy of this statute is so fundamental! that it cannot be 
avoided by separation of the note into two instruments. 
10 The early history of New York banking legislation is traced in Curtis v. Leavitt, 15 
N.Y. 9 (1857). In Pratt v. Short, supra note 9, at 447-48, the court 

The object of these enactments as shown by "Savace, Cu. J., in New York Firemen’s 
Ins. Co. v. Ely [2 Cow. 678 (N.Y. 1824)] . . . was to protect the chartered banks in 
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regulation of the banking function. This need was conceived 
to derive from the fact that there remained the danger of un- 
controlled inflation and debasement of the currency through 
the issuance of bank notes to circulate as money, a subject 
which can be studied in any book on American history." 


The emphasis on “discounts” in the early statutes and cases 
arose from the fact that the bank notes were put into circula- 
tion in payment for “discounts.” “Discount” means, it is true, 
the process by which a bank (or other financial institution) com- 
putes its purchase price for notes by deducting its charge in ad- 
vance, but the word also has the secondary meaning of dealing 
in notes and other paper. “Discounting” in the early history 
of this legislation was merely the process by which banks ex- 
tended credit by making loans or purchasing commercial paper. 
There is nothing in the early authorities throwing emphasis 
on the mechanics of the credit extension—i.e., “discount” as 
a process of “deducting interest in advance.” That formal 
point did not become the crux of the question until the Miller 
case.” It was the payment for “discounts” in bank notes and 


particularly the issuance of bank notes for fractional parts of 
a dollar by individual “bankers” that led to the passage of 


the monopoly of banking, and exclude other corporations, association or individuals from 
conducting a banking business in either department, of issue, deposit or discount. But 
the State subsequently departed very widely from this policy. In 1837 the Legislature 
repealed the restriction before existing, preventing individuals or unincorporated associa- 
tions from keeping offices of deposit and discount. (Laws 1837, chap. 20.) This act, as 
was said by Comstock, J., in Curtis v. Leavitt (15 N.Y., 97), reduced banking to a 
private business except in the department of creating a circulating medium. After this 
repeal any person or association except incorporated companies could conduct the business 
of receiving deposits and making discounts. In 1838 the Legislature, by the general 
banking law, opened the whole franchise of banking to any person or association of 
persons, subject only to the condition of complying with the provisions of the act. 

It will be seen from this reference to the law, that the policy upon which the restrain- 

ing acts were passed, viz.: the securing of the monopoly of banking to special favorites 
of the Legislature, has been abandoned. Any individual or association of individuals, may 
now conduct the business of receiving deposits and discounting commercial paper. The 
restraint continues as to incorporated companies not authorized by their charter to 
conduct the business. The only public policy upon which this remaining restriction upon 
incorporated companies against discounting paper seems now to rest, is that of restrain- 
ing corporations from exercising powers not granted by their charters. 
11 See Lanter, A Century oF BANKING IN New York c. III (1922); Dewey, State 
Banking Before the Civil War, S. Doc. No. 581, 61st Cong., 2d Sess. 73-112, 143-51 (1910). 
12 See New York Firemen Ins. Co. v. Ely, 2 Cow. 678 (N.Y. 1824). In Utica Ins. Co. 
v. Bloodgood, 4 Wend. 652 (N.Y. 1830), the court made no mention of deduction of 
interest in advance in considering whether lending evidenced by notes was an illegal 
discount, although it expressly considered the advance deduction of interest on the 
problem of usury. 

While some of the dicta in Meserole are consistent with Miller, Judge Lehman denied 
that Meserole involved any actual situation of discount. 253 N.Y. at 142, 170 N.E. at 523. 
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the Act of 1818."* The issuance of state bank notes is today, 
however, merely an episode of history a hundred years gone by 
with respect to which no problem remains justifying the re- 
tention of legislation. 

The crucial question in the modern application of the sta- 
tutes is whether they are to be construed to forbid “making dis- 
counts” in a context unaccompanied by general banking opera- 
tions, or whether their prohibitions are to be construed as limited 
to that context. Some of the early cases can be cited for the 
proposition that “making discounts” habitually is prohibited 
to a non-banking corporation, even though such corporation 
does not engage in other banking operations.’* This question 
was not involved in the two Court of Appeals cases decided 
in almost modern times (1879-80) ; for both involved corpora- 
tions doing a full banking business, taking deposits, honoring 
checks, and so on, while they properly had only limited powers 
relating to the banking business (i.e., trust powers” and sav- 
ings bank and safe deposit powers) .”* 


Meserole was the first modern case in the Court of Appeals 
which did not involve general banking operations. Without 
citing the early cases, the court nominally adhered to the view 
that “making discounts” is prohibited whether or not the cor- 
poration is engaged in other banking operations, but nullified 
this proposition by announcing that purchasing notes does 
not in itself constitute discounting, unless done in a banking 
context. In Meserole the corporation was in the business of 
purchasing trade paper. In a suit on an item of paper and a 
defense based on the statutes here under consideration, Judge 
Lehman, for the court, emphatically made the point that not 
every exercise of a power which banks posesss constitutes the 
banking business. He said, 


It does not follow from the fact that banks possess these enu- 
merated powers that every exercise of such powers is a form of 
banking. Business corporations at times lend money on real and 


13 N.Y. Laws 1818, c. 236. See the reference to Governor Clinton’s message to the 
Legislature in Brrpsere, CUMMING, AND GILBERT, ConsoLipaTeD Laws 297 (Ist ed. 1909) . 
14 People v. Bartow, 6 Cow. 290 (N.Y. 1826); National Bank v. Phoenix Warehousing 
Co., 6 Hun 71 (N.Y. Sup. Ct. 1875). But see Mumford v. American Life Ins. and Trust 
Co., 4 N.Y. 468, 480 (1851). 

15 New York State Loan and Trust Co. v. Helmer, 77 N.Y. 64 (1879). 

16 Pratt v. Short, 79 N.Y. 487 (1880). 
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personal security without in any form conducting a banking busi- 
ness. So, too, the negotiation of bills of exchange, the purchase 
of foreign coins or bills of exchange, may be an incident of a com- 
mercial business. The Legislature has, of course, not attempted to 
forbid business corporations from exercising any of these powers 
occasionally and incidentally to a commercial business, but it has 
provided that no corporation shall by any implication or con- 
struction be deemed to possess the power to carry on a business 
which constitutes a form of banking business (General Corpora- 
tion Law, § 22, now § 18; Consol. Laws, c. 23), and it has fortified 
the effect of the restriction contained in that statute by express 
prohibition against certain banking operations. Banking Law, 
§ 140 [now § 131]. 


The powers conferred upon banks are, of course, banking 
powers when exercised in a banking operation; they may be 
ordinary business powers when exercised in connection with a 
business operation of other nature. Business corporations are not 
authorized to exercise banking powers, but the legislative restric- 
tions must be read in their context and construed in their natural 
sense, and may not by forced construction be given an application 
broader than their purpose. 


The distinction must always be borne in mind between the 
exercise in a commercial transaction of a power confided to a bank, 
and engaging in a form of banking. 


And finally, Judge Lehman said, after pointing out that the 
modern statute had its origin in the act of 1818, passed to 
protect against banking inflation 


Even so, it certainly suggests, if, indeed, it does not expressly 
provide, that the prohibited “discounts” are the usual discounts of 
banking institutions made for the purpose of loaning money to 
their customers. Since that time there has been no suggestion in 
any case that its prohibitions apply to a purchase of a note by a 
business corporation not conducting a banking business nor loan- 
ing or advancing money at interest to banking customers. Now 
after the lapse of more than one hundred years we are asked to 
give it an application broad enough to bring within the reach of 
its drastic provisions other transactions, certainly not within its 

. Spirit, even if it could possibly be said that they fall within its 
letter. If wherever a business corporation receives deposits or 
“makes discounts,” it performs a prohibited act, and all notes 
made or given for such purpose are void, then for one hundred 
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years factors and other merchants have unsuspectingly broken the 
law and have enforced, without question, notes which were void. 


If Judge Lehman had rested on the foregoing reasoning 
alone, he would have been on sound ground, the fuse of the 
bomb would have been extinguished, and the Miller opinion 
could not have been written. The real problem of the statute 
would have been solved. The Meserole decision itself and the 
reference therein to commercial factoring companies’ would 
have made it clear that there is room for economic and legal 
development of the delineation between the prohibited bank- 
ing business and the permissible non-banking forms of financial 
service. Such a concept would have required the decision in 
any case to be based on the relationship of individual acts to 
the aggregate business conducted by the corporation under 
challenge. 

But Judge Lehman chose to buttress his conclusion by a 
make-weight line of reasoning which kept lighted the fuse that 
resulted in the Miller decision. Meserole involved the purchasc 
of existing commercial paper from a holder thereof, not from 
the maker. Resting on that point, Judge Lehman held that 
the statutory prohibition on “making discounts” applies only 
to loans by way of discount, and not to the purchase of existing 
paper. To reach that conclusion he had to fly in the face of 
existing conceptions of the meaning of the term “discount,” 
including a specific holding in New York that the power to 
discount included the power to purchase existing notes.” 
Moreover, to read the statute in that fashion he had to distort 
one of the two court of appeals decisions which he cited, Pratt 
v. Short.”* There, the discount held to be illegal had been the 
purchase of an existing note from a holder, and that fact is 
unmistakable in the report. Judge Lehman, without any ap- 
parent warrant, is forced to brush aside this fact by saying 
that the court regarded it as a loan although it was not in fact 


17 See Steffen & Danziger, The Rebirth of the Commercial Factor, 36 Cotum. L. Rev. 
745 (1986); Fechteler, The Factor’s Lien Statutes, The Business Lawyer, April, 1956, p. 60. 
18 Atlantic State Bank v. Savery, 82 N.Y. 291 (1880). See also National Bank v. 
Johnson, 104 U.S. 271 (1881), affirming Johnson v. National Bank, 74 N.Y. $29 (1878); 
Nash v. White’s Bank, 68 N.Y. 396 (1877). Compare the standard bank balance sheet 
caption “loans and discounts” which, if the two terms have any differentiated meaning, 
certainly indicates that a “discount” is something other than te a loan—i.c., it is a purchase 


of 5 
10 79 N-Y. 487 (1880). 
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a loan.” He adds that the parties in the Pratt case by com- 
mon consent considered that the discount was a loan.” But 
the Pratt case justified no such conclusion. On the contrary, 
the court obviously considered the statute to be applicable to 
discounts of existing paper as well as to loans by way of dis- 
count. 

This second basis of decision in Meserole should have been 
rejected as makeweight; but by accepting it the court gave 
the Miller decision an appearance of authority, for the facts 
in Miller were on the opposite side of the purchase-loan an- 
tithesis. In addition, the inference that this line of reason- 
ing was the sole basis for the Meserole decision allowed the 
court in Miller to hold that individual types of acts are pro- 
hibited whether or not a general banking business is carried on. 
Thus, Meserole set forth a suitable policy framework within 
which to interpret the statute but stultified itself and produced 
Miller with its worthless second ground of decision. 


Three questions must be discussed in considering the basis 
of a sound public policy: 


1. Is the concept of “discount” a meaningful basis of 
policy? 

2. Is the purchase-loan distinction suitable as the basis of 
policy? 

8. Should either the lending of money or the purchasing of 
existing commercial paper by non-banking corporations 
be forbidden? 


A. Is the Concept of “Discount” a Meaningful Basis of Policy? 

The word “discount” means no more than to purchase at a 
discount, i.e., to pay less than face for a monetary obligation.” 
It is submitted that there is no meaningful distinction for legal 
purposes among interest-bearing obligations, non-interest-bear- 
ing obligations intended to be discounted, and combinations 
of the two. 


20 258 N.Y. at 148, 170 NE. at 528. 

21 Jbid., 170 NE. at 524. 

22 Atlantic State Bank v. Savery, 82 N.Y. 291 (1880). In Meserole, the court quoted 
v. Talmadge, 18 Barb. 456 (N.Y. Sup. Ct. 1854), as follows: “ ‘to discount’ 

includes “to buy’; for discounting, in most cases, is but another term for ‘buying at a 
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Any investment banker, any accountant, any economist, or 
any experienced borrower knows that the total cost of credit 
is represented by interest paid, if any, plus the discount, if 
any. In any case, whether there is only discount or only in- 
terest, or a combination of both, the effective cost of money 
can be expressed as a total number of dollars to be paid for 
a credit over a period of time and can be translated into a 
“rate” or “yield” per annum to be paid for the credit during 
the life of the obligation. Whether discount or interest or a 
combination is used is purely a matter of custom,” sometimes 
modified by convenience or by a borrower’s belief that his pres- 
tige is enhanced by using a low nominal interest rate. The 
credit charge for the use of money is always the difference 
between what the borrower obtains at the time of the loan and 
what he pays back in the long run. 


While it is customary to refer to discounts as “interest col- 
lected in advance,” the discount is not, of course, actually col- 
lected in advance. If the borrower becomes insolvent, the dis- 
count is found to be just as uncollected and just as uncollectible 
as the remaining interest and principal. No accountant would 
permit the discount to be taken into income at once, on the 
theory that it has been collected. It must be taken into income 
on an amortizing basis over the life of the loan, together with 
the interest and in the same manner.” 


23 Mr. Vincent Yager, Senior Vice President of the Harris Trust and Savings Bank of 
Chicago, in Proceeprnes oF THE ELEVENTH ANNUAL CONVENTION OF THE COMMERCIAL 
Finance Inpustry 177 (1955): 

Incidentally, I wonder if you remember how discount originated, and this is an 
historical fact. 

When Mohammed began to endeavor to remedy the ills of his people, the Arabs, he 
found them beset with several ailments. One of them was that they drank too much of 
wines and spirits; the second one was that he found them diseased from eating pork, which 
did not keep well in torrid climates; third, he found they were in debt to money lenders, 
head over heels and constantly. In the Koran he prohibited as a part of their religious 
code the drinking of wines, the eating of pork, and the paying of interest, feeling that the 
latter would eliminate their borrowing of money. 

He reckoned without the shrewdness of the money lenders. They scratched their heads 
two or three times on this matter of not paying interest, and they came up with the plan 
of having the borrower sign the note for $100, but giving him only $90, and thus the 
custom of discount, which has been followed down through the centuries of banking, 
was established. I will not go into the details of how much this adds to the yield as 
againt interest to follow. I guess Mohammed did us a service. 

24 Paton, AccounTANTs’ Hanpsoox 482 (Sd ed. 1949): 

Suppose, for example, that the M Co. buys a block of $10,000, par of the X Co.’s 
10-year, 4% bonds at a price of $9,221, to yield 5% payable semiannually. The discount 
of $779 is clearly not a profit to be realized in a lump at the date of maturity; it is an 
element of income which accrues throughout the entire term of the security and is 
collected at maturity. The terms of the contract are explicit and known in advance; the 
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The difference between interest and discount is merely the 
form of words. Cases can be put which defy clear-cut classifi- 
cation. Consider the following: 

Case 1. Borrower (“B’) says to a non-banking corporate 
lender (“ZL”), “I need about $1,000 for one year.” L says, 
“Give me your note for $1,000 due one year from date, and I 
will give you $940 cash for it.” The “discount” is $60, and 
under the Miller case the note is void. 

Case 2. B says to L, “I need about $1,000 for one year.” 
L says, “Make your note for $1,000 due one year from date 
with interest at 6 per cent per annum payable one year from 
date, and I will give you $1,000 cash for it.” This note is 
interest-bearing. It is not “discounted.” Under the Miller 
case non-banking lenders may lend if no discount is involved, 
and this note is clearly-valid. 

Here we have the two clear-cut cases at the poles of the 
problem. Now let us go on: 

Case 3. B says to L, “ I need about $1,000 for one year.” 
L says, “Make your note for $1,060, due one year from date, 
and I’ll give you $1,000 cash for it.” Now, does this case in- 
volve a discount? The writer has heard an extensive argument 
on the subject showing a violent disagreement among lawyers 
who had studied the Miller case and the history of the statute. 
Some of them contended that this was an “add-on,” not a dis- 
count, because the $60 charge was being added on the amount 
of the loan, would be collected later, and was not “collected in 
advance.” Others contended that add-on and discount are the 
same thing seen from different points of view, that this case 
is a $60 discount of a note for $1,060, and that it is precisely 
like Case 1 above. 

If the first group was right, then the distinction between 
illegal discount and permissible add-on lies in nothing more 
than the form in which L complies with B’s request. On this 
purchase price involves definite recognition of all features of the agreement. The M Co. 
pays $9,221 for $10,000 due in 10 years and $4,000 collectible in 20 equal semiannual 
installments, a total of $14,000. The difference between the amount paid and this 
figure, or $4,779, is the income to be realized on the entire transaction. Of this total only 
$4,000 is collected prior to maturity, the balance being paid in a lump with the amount 
invested. Unless it is argued the cash receipt is the only proper occasion for the 
recognition of income it must be held that the additional amount of $779 is income 


throughout the life of the security, realized not in cash but in the form of gradual 
enhancement in the value of the investment. 
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theory, L could have protected himself in Case 1 by answering, 
“T reject your request in the form in which you ask it. Ask me 
for $940, and I will give you $940 in cash. My charge will 
be $60, which we will add to your note. Give me your note 
for $1,000 due one year from date.” On this theory, the 
exact transaction which was an illegal discount in Case 1 be- 
comes legal by using different words, and the statute is shown 
to be nonsensical. But if the second group of lawyers was right 
that the illegality goes deeper than words because the statute 
applies in any case where the cash advanced is less than the face 
of the note, then we have to move to the next case: 

Case 4. B says to L, “I need about $1,000 for one year.” 
L gives the same answer as in Case 2, namely, “Give me your 
note for $1,000 payable one year from date with interest at 6 
per cent per annum payable one year from date, and I will 
give you $1,000 cash for it.” But he continues, “When you 
come in to pay, my clerk at the teller’s window will not have 
time to figure 6 per cent per annum on $1,000 for one year, so 
please add the following to your note: “Interest at 6 per cent 
per annum on $1,000 for one year amounts to $60, and the 
total amounts to be paid on this note one year from date is 
$1,060.’ ””*° 

Thus, Z adds language which shows up the fact that an add- 
on and a rate per annum are nothing but different verbal ex- 
pressions for the same mathematical fact. Is this note valid 
because the cost of money is expressed as a rate per annum, 
or is it invalid because the product of that rate times the amount 
lent was expressed in & lump sum and included in the face of 
the note? Which verbalization controls? 

Let us now go further and experiment with a way to avoid 
the statute: 


Case 5. Suppose that in either Case 1 or Case 3 (assuming 
that Case 3 is an illegal discount) L says to B, “Let us avoid 
the statute. Give me one note with a face amount equal to the 
exact amount lent, and a separate note for the $60 charge.” 
Does this validate the transaction? Are both notes now valid 
because the one for the cash advanced is not discounted? If 


25 This is not as fantastic as it may seem. Is this very far from the standard corporate 
bond with interest coupons attached? See Case 6 infra. 
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so, then surely this statute is nothing but formalistic nonsense. 
But if ( as some lawyers contend) the statutory policy is too 
strong to be formally avoided in this fashion and applies so as 
to invalidate both notes, how are we going to distinguish this 
case from Case 6? 

Case 6. The standard corporate bond is essentially a note 
for $1,000. ‘To it are attached a series of little notes, called 
interest coupons, calling for payment of, say, $20 each, and 
(as in Case 4) they are recited to be interest at 4 per cent per 
annum for each six months. If, in Case 5, the note for principal 
and the separate note for interest cannot be separated and the 
whole matter involves an illegal discount, are not all corporate 
bonds with interest coupons attached void under the Miller 
case, if purchased by corporate underwriters even at par, be- 
cause they involve the making of an illegal discount? 

Of course, the present writer does not believe for a moment 
that the bonds could be void. But if one tries to utilize “dis- 
count” as a concept meaningfully distinct from interest, he 
will inevitably be led into nonsense. Yet that is the present 
basis of decisions of the New York Court of Appeals on a 
subject affecting vast interests important to the financial life 
of the state and nation.” 

It is time to be rid of this distinction without a difference. 
If Discount Factors can legally charge a necessitous borrower 
a rate amounting to 24 per cent per annum, what difference 
does it make whether the rate be expressed as 24 per cent per 
annum or as 6 per cent per annum plus $675 bonus? Can it 
make any difference whether an underwriter buying 15 year 
bonds to yield 3 3/4 per cent does so by buying them at par 
with a 3 3/4 per cent interest coupon or whether he buys them 
with a 8 5/8 per cent interest coupon at a “discount” to pro- 
26 The New York Insurance Law, a more modern statute than the provisions here in 
question, takes a position in keeping with that here urged. In § 81, defining legal invest- 
ments for policy reserves, an acquisition of corporate obligations is authorized if the 
obligations have a history of the necessary coverage of “fixed charges” by earnings. In 
the definition of “fixed charges,” interest and soaiiieaiions of discount are treated alike. 

That insurance companies in New York may acquire investment securities at a discount 
clearly appears from § 91 of the Insurance Law, which provides for the amortization of 
the discount. Query whether this authorization satisfies the requirement of § 181 of the 
Banking Law, supra note 2, that “making discounts” be “expressly authorized by the laws 
of this state,” or renders inapplicable the provision of §18 of the General Corporation 


Law, supra note 3, barring “any implication or construction” to give a non-banking 
corporation discount powers. 
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duce the same yield? In either case, does either alternative 
involve any more or any less a banking function than the other? 


B. Is the Purchase-Loan Distinction Suitable as the Basis 
of Policy? 


Judge Lehman started the law on a wrong track when he 
drew the loan-purchase distinction. A bank or other financial 
enterprise can supply a customer with funds by purchasing 
notes, trade acceptances, and other monetary obligations which 
he received in the course of his business as well as it can by 
lending him money. Whether it does one or the other is es- 
sentially a matter of convenience or trade practice. Indeed, 
the identical business transaction can be couched in both 
forms. Suppose a seller of merchandise on credit applies to a 
non-banking corporation for assistance in meeting his working 
capital needs resulting from his own extension of credit. If 
the corporation “purchases” his trade paper at a price less than 
the face, even with full recourse on him, there is no illegal 
“discount” involved under the rule announced in Meserole and 
recognized in Miller. But if the corporation gives him the 
same number of dollars, taking his own note for them with the 
trade paper as collateral, there is a loan; and if the credit charge 
is included in a lump sum included in the face of the note, there 
is an illegal “discount.” Yet the business transactions and 
the liability of the seller to the corporation are identical.” 


Let us consider commercial paper, which is the means by 
which a large number of business corporations invest a tempor- 
ary surplus of funds, the money being used by other organiza- 
tions in need of short term funds.” The largest users of such 
funds sel] their commercial paper directly to the “purchasers” 
through their own treasury staffs. The paper usually bears 


27 In fact, when the excess profits tax made it convenient for sellers of trade paper to 
acquire excess profits base by incurring funded indebtedness as borrowers, a large 
number of “purchase and sale” arrangements were re-made into loan arrangements. 

On the other hand, in some situations trade paper which might normally be carried 
by collateralized borrowing is instead “sold” to a financial institution at a “discount” 


(but with full recourse), because some outside loan agreement forbids borrowing either 
absolutely or on a secured basis. 


28 Corporate practices in regard to commercial paper are interestingly described in 
Silberman, The Big Corporate Lenders, Fortune, August, 1956, p. 111. See also Upham, 
The Commercial Paper Market, Dun’s Review, May, 1947, p. 21, and two pamphlets on 
“Commercial Paper” published by Goldman, Sachs & Co. 
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no interest and is bought at a “discount.” Is this direct pur- 
chase of paper having no prior inception the illegal “making 
of a discount”? Other users obtain the funds through financial 
houses known as commercial paper brokers, who act as agents 
or sometimes put the paper into inventory before selling it to 
an investor. Under Miller it could be argued that an illegal 
discount is involved if the purchaser of commercial paper deals 
directly with the seller or through a broker acting as agent, 
while under Meserole the transaction would be a proper pur- 
chase of paper having a prior legal inception if the “broker” 
acted as principal and momentarily invested his own funds 
before passing the note on to the ultimate investor. But does 
it really make a difference as far as a rational policy is con- 
cerned whether the “purchaser” of commercial paper does so 
by direct dealing with the user of the funds or whether he invests 
his money through a commercial paper broker? Or does it 
make any difference whether the “commercial paper broker” 
is acting as an agent or as principal? Obviously not. 


C. Should Either the Lending of Money or the Purchasing of 


Existing Commercial Paper by Non-Banking Corporations 
be Forbidden? 


It is time that a statute which had its origins in 1804 should 
be reconsidered in the light of modern conditions. As has been 
said, the statute in its early periods had two purposes: to con- 
fer a monopoly on banks, and to protect the public against 
currency inflation by unauthorized banking. 


The first of these policies was recognized as obsolete in 1837. 
Banks cannot have and have long ceased to have a monopoly 
of the function of supplying the economy with credit. Bankers 
would be the first to emphasize this, especially since so much 
of the current demand is for long-term credit. Other organiza- 
tions have become the primary institutions for the accumula- 
tion of lendable capital. Savings are accumulated in insurance 
companies; in pension funds of all kinds; in profit-sharing 
funds; in union welfare funds; in private corporations on a 
temporary basis before being invested in plant or equipment 
and on a temporary cyclical basis before being paid out for 
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dividends, interest, or seasonal inventory; in investment com- 
panies; in charitable foundations; in the endowment funds of 
educational institutions; and in other institutions still in process 
of development. All of these savings require investment. 
Neither direct lending nor the purchase of existing investment 
instruments can any longer be deemed to be exclusively a bank- 
ing function. Lending or “making discounts” per se, there- 
fore, is no longer the earmark of a banking function and should 
not be regulated as such. 


When is lending or discounting a banking function? This 
brings us back to the second original purpose of the statute, 
namely, to protect against the debasement of the circulating 
currency. The actual issuance of circulating private bank 
notes is no longer a problem. Currency itself, either that issued 
directly by the federal government or that issued by govern- 
ment-controlled central banks, has ceased to be our primary 
circulating medium. The principal circulating medium today 
is the bank deposit. Bank deposits affect the public interest 
because changes in the volume of money in circulation have 
consequences on the price level and on business activity. 


When a bank lends money or buys trade paper, it does so 
by creating a deposit. At that point the volume of circulating 
money is affected. Bank lending monetizes debt. But when 
a non-banking corporation lends money or buys paper, it does 
so by writing a check on a deposit, that is, it transfers a deposit 
from one person to another, but it does not create a deposit. 
It shifts funds between individuals, but it does not affect the 
volume of money and does not have the indirect effects on the 
economy which monetary regulation is designed to control. 


Therefore, it is submitted, loans and discounts made by 
persons who do not take or create deposits are not, generally 
speaking, a matter of public concern requiring regulation.” 


29 In the opinion reversed in the Miller case, the Appellate Division said, 

If the finance companies carrying on the present form of business need regulation it is 
a matter for legislative action. Already the Legislature has seen fit to regulate small 
personal loans, check cashing, credit unions, licensed lenders, and other branches of 
money-lending. There seems to be no claim that the present transaction offends any 
regulatory statute. 285 App. Div. at 778, 141 N.Y.S.2d at 146. 

Miller involved a lender which was a small commercial finance company, but what 
the court said is obviously true of lending by other non-banking corporations. 
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Lending and discounting become matters of public concern 
requiring regulation when they are done in such manner that 
they result in the creation of bank deposits, that is, when they 
are done by banks.” But the control of the volume of deposits 
has long since passed from state banking authorities to the Fed- 
eral Reserve System and any state legislation impinging thereon 
is purely accidental in effects. 


In short, we should repeal the specific prohibitions in the 
statutes against “making discounts” and any implications that 
lending and discounting are within the prohibition against 
unauthorized banking.™ 


It is recognized that there may be specific areas of lending 
and discount which require regulation, either by the federal 
government or by the states. There may be a need in the New 
York Banking Law for additional special provisions such as the 
ones now existing for licensed lenders,** industrial banks,™ 
licensed cashers of checks,** and credit unions,” or for other 
state legislation such as that licensing consumer finance com- 
panies® and regulating consumer installment contracts;*" but 
such a need would call for specific legislation directed in in- 
formed fashion at specific problems. It would not justify the 
continuation of the blunderbuss effect of the obsolete statutory 
sections under consideration in Miller v. Discount Factors, Inc. 


30 Compare Comstock, J., in Curtis v. Leavitt, 15 N.Y. 9, 77 (1857), to the effect that 
the repeal of the monopoly. legislation in 1887 “reduced banking to a private business, 
except in the department of creating a circulating medium.” 

31 Actually, the validity of this position has already been recognized by implication in 
New York. The New York Banking Law has an article XI on “Investment Companies” 
under which corporations can be organized with power to “discount.” Yet these corpora- 
tions are not generally considered to be in the banking business. Most of the existing 
charters are held by companies more commonly known as finance companies. Discount 
Factors would never have been involved in the Miller case if it had had such a charter. 
It is understood that the New York Banking Department has been reluctant to grant new 
charters under article XII, possibly because the types of business done under them are so 
clearly not true banking business affected with a public interest. 

382, N.Y. Banxine Law art. IX. 

33 N.Y. Banxrnea Law art. VII. 

34 N.Y. Banxine Law art. IX-A. 

35 N.Y. Banxine Law art. XI. 

36 N.Y. Sess. Laws 1956, c. 635. 

37 N.Y. Sess. Laws 1956, c. 688; N.Y. Lien Law §§ 239—239-1; N.Y. Pers. Prop. Law 
§§ 64-a, 81, Sl-a. 








BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions 

to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Supreme Court of Illinois Upholds Case 
Against Bank on Certificates of 
Beneficial Interest 


In the October, 1955, issue of THE BANKING Law JOURNAL 
an important banking decision was reported dealing with cer- 
tificates of beneficial interest held by certain depositors. That 
was a decision of the Appellate Court of Illinois. The BLJ 
reported the facts as follows: “A bank had been reorganized 
in the 1930’s, the depositors at the time the bank was closed 
receiving certificates of beneficial interest as part payment. The 
reorganization plan called for the certificates to be paid out 
of assets to be liquidated and out of future profits of the bank 
before payment of dividends. 

Some years later, after the assets had been liquidated but 
before full payment had been made, the bank was evidently 
advised that under a recent Illinois Supreme Court decision 
it was prevented from paying the certificates out of future 
profits. The bank advised the holders of this and offered to 
make partial payment of the balance owed on the certificates 
in return for their surrender. One group of holders refused 
to accept the offer and brought suit against the bank for full 
payment including payment out of profits. The court ruled 
in their favor, saying the bank had misconstrued the case it 
cited to the holders and payment out of future profits was not 
beyond the power of the bank to make. 

Another group of holders surrendered their certificates and 
accepted a pro rata payment from the bank out of the liquidated 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 177. 
387 
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‘assets. This group, however, joined the first group of holders 
apparently after deciding the bank could make the payment 
originally intended. At first the court ruled these latter cer- 
tificate holders could not prevail since they had voluntarily ac- 
cepted partial payment made in full settlement of their claims. 
Upon a rehearing though, they were able to persuade the court 
to rule in their favor. It held that the bank had made a mis- 
‘take in its construction of the case and that this mistake had 
misled the holders to erroneously give up their certificates. In 
addition, if the bank did not make full payment it would be un- 
justly enriched at the expense of the certificate holders”. 

In affirming the decision of the Appellate Court, the Su- 
preme Court of Illinois ruled that the provision for payment 
of the certificates out of recoveries and net profits, as circum- 
scribed by the restrictions against paying out the bank’s capital, 
effected an equitable mode of paying the depositors without 
impairment of capital or prejudice to new depositors, creditors 
or stockholders and therefore in no way offended public policy. 
Smyth et al.,v. Kaspar American State Bank, Supreme Court 


of Illinois, 186 N.E.2d 796. The opinion of the court is as 
follows: 


BRISTOW, J.—In a class action, instituted by present and former 
owners of certificates of beneficial interest, issued by defendant Kaspar 
American State Bank pursuant to a plan of reorganization, to enjoin 
defendant from paying any dividends on its capital stock until the 
certificates have been paid, and for other equitable relief, the superior 
court of Cook County dismissed the major portion of plaintiffs’ complaint 
for want of equity, and entered a decree for defendant on the pleadings. 
That decree was reversed by the Appellate Court, which held that the 
complaint presented grounds for relief; that the plaintiffs who sur- 
rendered their certificates were not barred by an accord and satisfaction; 
and that a class suit could be maintained. 6 IIl.App.2d 64, 127 N.E.2d 
149. We have allowed defendant’s petition for leave to appeal therefrom. 
-- The cause presents for our determination essentially three issues: 
the validity of certificates of beneficial interest which are payable, in 
part, out of future earnings; whether the surrender of the certificates by 
some of the plaintiffs, pursuant to the demand and representations of 
the defendant bank, constituted an accord and satisfaction; and the 
proprietary of a class action herein. 

On June 24, 1982, the Auditor of Public Accounts took over the 
affairs of the defendant bank after it was compelled to close as a result 
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of a “run” by its depositors. Pursuant to the statute (Ill.Rev.Stat. 
1955, chap. 16, par. 11) he appointed a receiver and filed dissolution 
proceedings. An order was entered therein on December 27, 1934, 
finding that under the plan of reorganization approved by the Auditor 
the Bank was solvent, and directing the receiver to restore the bank to 
its directors for reopening. 


Under the reorganization plan evolved by the Auditor and officers 
and directors of the bank, the $1,600,000 capital stock was surrendered 
and cancelled, and 12,500 shares of new stock were sold at $24 each. 
Of these new shares, 8,406 were subscribed by the surrendering stock- 
holders, and the remaining 4,094 shares were purchased by 450 new 
stockholders. The proceeds from this transaction, $300,000, were de- 
livered to the bank. In addition, some 7,000 depositors executed an 
agreement waiving 60 per cent of the amount standing to their credit 
(actually 54 per cent as of June 24, 1932,) for a total of $1,805,000 and 
received in return certificates of beneficial interest. Inasmuch as the 
legal effect of the waiver agreement and certificates is controverted 
herein, the relevant portions thereof are set forth. 


The agreement recited that the depositor, “in consideration of the 
execution of like agreements on the part of other depositors of said bank, 
does hereby covenant and agree to keep on deposit with said bank, 
and/or does hereby waive, surrender and release said bank from pay- 
ment of Sixty (60) per cent of the amount of money standing to (his, 
her, its) credit on the books of said bank as of April 15th, 1933, whether 
represented by checking account, savings account, ... or any other 
evidence of indebtedness, hereby waiving all right to ask or demand 
said sum of money, and agreeing to accept in lieu of payment in cash 
and as evidence of said sum waived, a deferred certificate and/or a 
certificate of beneficial interest issued by said bank for like amount, 
payable out of the future recoveries and the net profits of the bank, and 
before any dividends or returns of any kind or character are payable 
to the stockholders. The depositor further agrees to present all certifi- 
cates of deposit, savings books and pass books, or other evidence of 
indebtedness held by the depositor or creditor, to the bank for endorse- 
ment in accordance with this agreement on being notified of the accept- 
ance hereof.” 

The certificate of beneficial interest recited that it was subject to 
the waiver agreement and that it was payable “solely out of the future 
recoveries and net profits” of the bank, and that payment shall be made 
pro rata with the sum due on similar certificates on such dates and in 
such manner as the bank shall determine with the written approval of 
the Auditor, before any dividends or returns of any kind are paid on 
the capital stock of the bank. 


The certificate specified further: “It is understood and agreed that 
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no lien or preference of any kind exists against any of the assets of the 
bank in favor of the holder of this certificate and that payments hereon 
shall be made from time to time in such amount as shall be directed by 
the Auditor of Public Accounts in his sole discretion.” 

In connection with these provisions of the certificate it should be 
noted that the certificate was construed (by this court in August, 1938) 
to preclude any recourse against the stockholders under their constitu- 
tional liability for the amount of waived deposits. Chaitlen v. Kaspar 
American State Bank, 372 Ill. 83, 22 N.E.2d 673. 

Under the reorganization plan it was further provided that the slow 
or frozen assets of a book value of $3,168,493 were written down to 
$383,780. These assets, carried in a separate account for bookkeeping 
purposes, were under the charge of a liquidator appointed by the Auditor, 
and they could be applied to payment of the certificate to the extent 
they and their proceeds were not necessary to insure the solvency and 
liquidity of the reorganized bank. 

The bank was reopened on January 15, 1935, and between April 14, 
1936, and May 13, 1946, some nine distributions were made by the bank 
from the net proceeds of the slow or frozen assets, upon the authority and 
approval of the Auditor, for a total of 55 per cent of the face value of 
the certificates. 

On September 21, 1948, the Auditor notified the bank by letter that 
it had sufficient accumulations of recoveries and profits in its capital 
structure to make at least a 15 per cent disbursement to its deferred 
certificate holders. The letter stated: “It is hereby requested that such 
a disbursement be made, and we would appreciate your advice as to the 
date of distribution and total amount to be distributed.” 

Pursuant thereto, defendant on December 15, 1948, sent a letter to 
each certificate holder, setting forth in substance the background of 
the reorganization, the fact that “similar arrangements” had been made 
by many other banks, including the Fulton State Bank, which declared 
its last distribution when the set-aside assets were liquidated. The letter 
then explained that the ensuing litigation against the Fulton Bank re- 
sulted in the decision in Logemeyer v. Fulton State Bank, 384 IIl. 11, 
50 N.E.2d 694, which defendant considered binding upon it, and which 
decided that the certificates were payable solely out of money realized 
from the liquidation of assets. Consequently, the letter stated, since 
defendant’s own set-aside assets were now liquidated, defendant was 
required to make a final distribution which amounted to 15 per cent of 
the original sum waived. However, no check would be delivered without 
surrender of the certificate, which would be cancelled and kept by the 
bank. 

In response to that letter the holders of 5,874 of the 7,061 certificates 
originally issued requested and received the final 15 per cent distribution 
and delivered their certificates, which were stamped “paid” and cancelled. 
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The defendant bank distributed $250,980.75 of this “final payment,” 
and $19,687.58 remained for the payment of the outstanding 1,187 
certificates, on which the bank refuses to pay except upon surrender 
of the certificates. 

The plaintiffs in Group I represent the class which did not surrender 
their certificates, and the plaintiffs in Group II represent those who did 
surrender their certificates. They allege that, unless enjoined, defendant 
will declare and pay dividends to the stockholders, and they seek a 
decree that all members of both groups have a preferential right to be 
paid pro rata the full face amount of their respective certificates before 
any dividends or returns are paid to the stockholders; that defendant be 
required to pay into court, for the members of Group I, the 15 per 
cent distribution tendered in the letter of December 15, 1948; that the 
cancellations of certificates surrendered on or after December 15, 1948, 
be declared void; that defendant be enjoined from paying any dividends 
on its capital stock until the face amount of the certificates has been 
paid, and that until final payment defendant be required to pay into 
court any dividend declared by it, which shall be distributed pro rata 
among the members of Groups I and II. 

Defendant’s answer pleads that insofar as the deposit waiver agree- 
ment and the certificate of beneficial interest purport to be a pledge 
of future earnings of the bank, or to afford any certificate holder any 
claim on any assets of any kind of the bank, they are ultra vires and 
against public policy, and therefore void. Defendant also raises the 
defense of accord and satisfaction as against the plaintiffs in Group II, 
alleging that the surrender of certificates for cancellation by the holders 
on receiving the final 15 per cent payment was for good and valuable 
consideration, and was a discharge of all obligations due on the certifi- 
cates from defendant. Defendant further challenges the propriety of a 
class suit in a proceeding where the interests of the parties are conflict- 
ing. 

The superior court of Cook County dismissed the major portion of 
plaintiffs’ complaint for want of equity, and granted defendant’s motion 
for a decree in its favor on the pleadings. The Appellate Court reversed 
that decree and held that the certificates were valid obligations, but 
that plaintiffs in Group II were not entitled to relief since there was a 
valid accord and satisfaction, and that they could not maintain a class 
suit. On rehearing, however, the Appellate Court, in an additional 
opinion, held that the accord and satisfaction was vitiated by a mistake 
of law, and that plaintiffs in Group II as well as Group I could properly 
prosecute a class suit. 

With reference to the validity of the certificates, we are cognizant 
that they were subject to judicial observation by both the court which 
authorized the bank to resume operations under the reorganization plan, 
and by this court in Chaitlen v. Kaspar American State Bank, 372 Ill. 83, 
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22 N.E.2d 673, 674, where we noted that the waiving depositors “were to 
be paid out of certain slow assets which were to be placed in a liquidation 
fund and out of future profits of the bank.” However, since the validity 
uf that provision was not questioned, it must now be determined by 
this court. 

Defendant argues that insofar as they are payable out of future earn- 
ings the certificates are ultra vires and therefore void. It is settled 
doctrine, as defendant contends, that no rights arise under an ultra vires 
contract, even though it has been performed, and that conclusion can- 
not be circumvented by invoking an estoppel or any other legal concept. 
Texas & Pacific Railway Co. v. Pottorff, 291 U.S. 245, 54 S.Ct. 416, 78 
L.Ed. 777; O’Connell v. Chicago Park District, 376 Ill. 550, 34 N.E.2d 
836, 185 A.L.R. 698. 

In support of its contention that the certificates were ultra vires, 
defendant maintains, and plaintiffs deny, that the case of Logemeyer 
v. Fulton State Bank adjudicated that issue and is binding herein. 
Although the ratio decidendi of that case was that the power of attorney 
executed by the depositors constituted the sole ground of liability of the 
bank and that under it the bank had not contracted to repay the waived 
deposits out of future earnings, nevertheless, the court in the course of its 
opinion stated that a going bank has no power to pledge future earnings 
to secure creditors or depositors, and intimated that it would have been 
unlawful had the Auditor suggested that the waiving depositors be paid 
out of future earnings. It is that additional observation which defendant 
claims is determinative of the case at bar. 

It would not be a proper exercise of the judicial function either to 
categorically label the statements as non-binding dicta as plaintiffs 
suggest, or to regard them as declarative of the law irrespective of their 
context, as defendant urges. The statements should properly be eval- 
uated in the light of the cause involved, and the authorities cited. 

Under the reorganization of the Fulton State Bank, which had been 
closed by the Auditor, the depositors signed powers of attorney author- 
izing the waiver of 40 per cent of their deposits and delegated to the 
bank authority to adopt any plan of reorganization that it would deem 
best for conserving the interests of the depositors and the assets of the 
bank. 

Some four years after the bank resumed operations, the Auditor 
sent the bank a resume of its operations showing total earnings, profits, 
recoveries and potential recoveries from the segregated assets during 
the four-year period “with a view toward arriving at a figure that would 
represent a fair settlement” with the waiving depositors. Several months 
later the officers of the bank, pursuant to authority from the stock- 
holders, offered to pay approximately 55 per cent of the deposits waived 
in full settlement of the liability to the depositors, but the offer was 
rejected and the depositors brought an action at law to recover the full 
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amount of the waived deposits. They claimed that there was either a 
constructive trust or an implied agreement to pay the waived deposits 
from profits, evident from the fact that the Auditor included net earnings 
with the recoveries from the charged-off assets in his letter to the bank, 
and from the stockholders’ resolution which also included net earnings 
of the bank in the calculations, and from a letter that had been sent by 
a Citizens Committee to nonresident depositors at the time of the re- 
organization. However, the Auditor and the Chief Bank Examiner testi- 
fied that no plan was approved which involved a payment of any of 
the liabilities of the bank out of future profits, nor was any testimony 
offered to prove such action upon the part of the Auditor. 

The court refused to imply an agreement from the circumstances 
suggested by plaintiffs, which were otherwise explainable, and found no 
evidence that the bank or Auditor authorized that the general assets of 
the reorganized bank were to be pledged to pay the waived deposits. 
The court also rejected plaintiffs’ alternative and inconsistent conten- 
tion that a constructive trust should be imposed on all the assets in favor 
of the waiving depositors. In the course of its analysis the court inti- 
mated, as aforementioned, that it would not be within the power of a 
reorganized bank to enter into an agreement to promise to pay waiving 
depositors from future earnings. 

A review of the cases cited by the court in the Logemeyer case 
shows that they do not involve that issue, nor support any such declara- 
tion of the law. In People ex rel. Nelson v. Wiersema State Bank, 361 
Ill. 75, 197 N.E. 537, 101 A.L.R. 501, the court held ultra vires and void 
a pledge of specific assets by a solvent bank to secure a deposit of a park 
district on the ground that banks have no general power to pledge 
specific assets and that such power is in fact contrary to public policy 
in that creditors or other depositors would be prejudiced. The decision 
followed that of the Supreme Court of the United States in City of 
Marion v. Sneeden, 291 U.S. 262, 54 S.Ct. 421, 78 L.Ed. 787, and is 
similar to that in O’Connell v. Chicago Park District, 376 Ill. 550, 34 
N.E.2d 836. 

In Knass v. Madison and Kedzie State Bank, 354 IIl. 554, 188 N.E. 
836, also cited in the Logemeyer case, the court held ultra vires an 
agreement by the bank to repurchase real estate bonds on the ground 
that it created liability of an uncertain amount, contingent upon factors 
beyond its control; and in Continental Illinois National Bank & Trust 
Co. v. Peoples Trust & Savings Bank, 366 Ill. 366, 9 N.E.2d 53, an agree- 
ment whereby one bank agreed to liquidate the assets and discharge the 
debts of another, without the statutory permission of the Auditor, was 
deemed ultra vires. . 

The common denominator in each of those cited cases was the im- 
pairment of capital, and insofar as the particular agreement involved a 
pledge of specific assets to assure preferential treatment of certain 
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depositors at the expense of others, those cases are distinguishable from 
the Logemeyer case. Nevertheless, the court therein reasoned that 
since the alleged implied agreement to pay out of future earnings would 
involve a pledge of general assets, by an analogy to those cases, it would 
be ultra vires. Irrespective of the propriety of that analogy, it is evident 
that under the implied agreement therein, the deposits would have been 
merely changed from a demand liability to a postponed liability, thereby 
impairing the capital of the Fulton State Bank. 

In contrast to that case, the certificate herein protects the capital by 
prohibiting the bank from using its capital funds to retire the certificates, 
and expressly negates any pledge of assets, such as that construed by 
the court in the Logemeyer case, by the provision: “It is understood and 
agreed that no lien or preference of any kind exists against the assets of 
the bank in favor of the holder of this certificate ...”. Moreover, the 
certificate further protects new depositors and creditors by the provision 
prohibiting the distribution of earnings to pay off the certificates without 
the consent of the Auditor. Thus, the certificate holders in the case at 
bar, unlike the waiving depositors in the Logemeyer case, are not entitled 
to any specific sums of money payable irrespective of any contingency, 
or enforcible by judgment or money decree; nor can they invoke the 
stockholder’s constitutional liability. 

By virtue of these restrictive provisions in the certificates and by the 
waiver agreement, protecting the capital and precluding any pledge of 
future earnings or assets, there can be no jeopardy to the rights of other 
depositors and creditors. Under these circumstances the basis for the 
court’s objection to the contended-for agreement, or constructive trust, 
in the Logemeyer case, is obviated. Therefore, since the obligation 
herein differs not merely from the absolute waiver which the court in 
the Logemeyer case found to be the actual agreement between the 
parties, but also from the agreement contended for and rejected in that 
case, any remarks by the court in general terms with reference to 
agreements to pay out of future earnings are not determinative. 

The instant case is also readily distinguishable from the pledge of 
special assets cases, People ex rel. Nelson v. Wiersema State Bank, City 
of Marion v. Sneeden, and O’Connell v. Chicago Park District, where 
the ultra vires obligation of the bank withdrew assets, impaired capital, 
and gave a preference to the favored depositor. As hereinbefore noted, 
there can be no such impairment of capital or preference to any deposi- 
tors under the agreement and certificates involved in the case at bar. 

The agreement herein also differs from that in the Knass case, where 
the bank had an absolute obligation to repurchase the bonds at the 
option of the holders at some undetermined price, which would deplete 
its assets and impair its capital at the expense of depositors and creditors. 

It is evident, therefore, that the validity of the certificates in the 
instant case must be determined in the absence of any binding precedent 
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either in Illinois or in any other jurisdiction. While we are cognizant 
that the Iowa court in a well considered opinion in Priest v. Whitney 
Loan & Trust Co., 219 Iowa 1281, 261 N.W. 374, did sustain the validity 
of a trust certificate issued to waiving depositors by a bank pursuant to 
a plan of reorganization, to be paid out of collections from segregated 
assets and from net earnings; and that the Georgia court in Hollings- 
worth v. People’s Bank, 179 Ga. 812, 177 S.E. 748, sustained a reorganiza- 
tion agreement providing that no dividends would be claimed until the 
waiving depositors were paid; nevertheless, these cases did not adjudicate 
the precise issue presented herein, and decisions of other States, depen- 
dent upon varying provisions in the respective banking acts, are of 
limited value. State of Maryland v. Title Guarantee & T. Co., 168 Md. 
376, 177 A. 617, 99 A.L.R. 1217. 

The validity of the certificates herein depends not upon whether 
they are labelled a “debt”, as defendent contends, or are comparable to 
“preferred stock,” as plaintiffs suggests, but rather upon whether the 
obligations created thereunder offend any statutory provision or public 
policy. 

A bank incorporated under the legislative authority has only such 
powers as are expressly granted or necessarily implied from the specific 
grant, People ex rel. Nelson v. Wiersema State Bank, and persons dealing 
with a bank are chargeable with notice of its power and limitations, 
Continental Illinois National Bank & Trust Co. v. People’s Trust & 
Savings Bank, 366 Ill. 366, 9 N E.2d 53. Plaintiffs argue that banks 
admittedly have power to pay their depositors, and that under the agree- 
ment the depositors did not waive their entire right to such payment, 
but retained a fraction of their original rights, consequently the payment 
provisions are within the power of the bank. Defendant, however, 
contends that under the agreement plaintiffs acquired new rights which 
were beyond the power of the bank to grant, and cites, in support 
thereof, the aforementioned Illinois cases which recognize limitations 
on the implied powers of the bank. 

It is evident that in contrast to the Knass case and the pledge of 
special assets cases, the certificates herein were not issued by a going 
bank as part of its general banking power, but by an insolvent bank 
under the control of the Auditor of Public Accounts pursuant to a plan 
of reorganization. Courts have sustained and liberally construed re- 
organization statutes and agreements executed pursuant thereto to 
enable banks to resume operation, in the interest of protecting the public 
and the economy. Doty v. Love, 295 U.S. 64, 55 S.Ct. 558, 79 L.Ed 
1303; Priest v. Whitney Loan & Trust Co., 219 Iowa 1281, 261 N.W. 374. 

Moreover, in the aforementioned cases where the courts refused to 
imply the power, they emphasized that there was no evidence of a 
general use or custom to include the particular transactions within the 
scope of “general banking business.” In sharp contrast, certificates pay- 
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able from recoveries and net profits before the payment of dividends, 
such as the certificates herein, were issued to depositors by some 239 
banks in Illinois, and were tacitly approved by the courts of other 
States. Becker v. Amos, 105 Fla. 231, 141 So. 136, 80 A.L.R. 1487; State 
of Maryland v. Title Guarantee & T. Co., 168 Md. 376, 177 A. 617, 99 
A.L.R. 1217; Doty v. Love, 295 U.S. 64, 55 S.Ct. 558. 

Irrespective of the prevailing practice, the controverted payment 
provision of the certificate cannot be deemed to be within the implied 
powers of the bank if it is in derogation of public policy. That concept 
has been loosely defined to mean that no one may lawfully do that which 
has a tendency to injure the public welfare. People ex rel. Nelson v. 
Wiersema State Bank. The stability of banks vitally affects the public 
welfare and any plan which would impair that stability is inimical to 
the public welfare and, therefore, contrary to public policy. 

As hereinbefore noted, the certificate was drafted to protect the 
capital of the bank by prohibiting any lien against the assets, or any 
payments on the certificates except out of profits, and then only with 
the consent of the Auditor, in amounts and at intervals which he ap- 
proves, if there are sufficient recoveries from the frozen assets and profits. 
At the same time the waiving depositors are given some protection by the 
requirement that the certificates be paid before any dividends or other 
returns from the profits are paid to the stockholders. 

That priority provision neither converts the status of the waiving 
depositors to that of preferred shareholders, as the plaintiffs suggest, 
nor does it constitute a payment of the waived deposits out of dividends 
or impose a hardship on the stockholders, as defendant suggests. The 
stockholders invested with full knowledge of that priority provision; 
they enjoy freedom from constitutional liability on those waived 
deposits and have priority as to their principal as well as the benefit of 
the provisions protecting the bank’s capital. 

Since the objective of reorganization is the payment of creditors, 
Doty v. Love, 295 U.S. 64, 55 S.Ct. 558, it is not unreasonable to give 
the certificate holders, whose waivers enabled the defendant bank to 
resume operations, and who are without an enforcible claim for their 
deposits, either against the bank or the stockholders, as compared with 
nonwaiving depositors who were paid in full, some assurance that they 
will receive payment when there are profits, so that they are not depen- 
dent upon the whim of the particular governing group who may be 
anxious for dividends. 

On the basis of this analysis, the provision for payment of the certifi- 
cates out of recoveries and net profits, as circumscribed by the restrictive 
provisions, effects an equitable mode of payment of the waived deposits 
without impairment of capital or prejudice to new depositors, creditors 
or stockholders, and, consequently, in no way offends public policy. 
Therefore, it may properly be deemed to be within the defendant bank’s 
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implied powers of reorganization. 

Defendant contends further that irrespective of the validity of the 
certificates, plaintiffs in Group II, who surrendered their certificates in 
return for the 15 per cent payment, executed a binding accord and satis- 
faction which precludes recovery in this proceeding. To constitute a 
binding accord and satisfaction there must be mutual assent and con- 
sideration, and plaintiffs deny the existence of either of these elements. 

The 15 per cent dividend or distribution to the certificate holders 
was declared out of the balance of the proceeds of the liquidation of the 
so-called slow and frozen assets which had been carried in a separate 
account for bookkeeping purposes. The 15 per cent payment was de- 
clared on December 15, 1948, several months after the Auditor notified 
the bank that it had “sufficient accumulation of recoveries and profits in 
capital structure to make at least a 15 per cent disbursement.” It was 
tendered in a letter to the certificate holders, which stated that under 
the Supreme Court decision in the Logemeyer case, which was binding 
upon defendant, the certificates were payable solely out of money realized 
from the liquidated assets and that the 15 per cent dividend constituted 
the final payment from the liquidation of the set-aside assets, but that 
no check for that amount would be paid without the surrender of the 
certificates. 

It is evident that the sum was not offered, nor the surrender of the 
certificates requested, as a compromise of a disputed liability, or as a 
contractual act, but rather as the payment of a recognized and liquidated 
obligation, and an acknowledgment that the holder had received the 
balance of his ratable share in the proceeds of the assets. Therefore, 
no assent to a compromise of their rights could be implied from the 
action of the certificate holders in surrendering their certificates; such 
conduct was rather in response to defendant’s unlawful demand based 
on its unwarranted interpretation of the Logemeyer case. 

With reference to the matter of consideration, we recognize the rule 
obtaining in Illinois and other jurisdiction that payment by a debtor 
of a lesser sum as a compromise of a disputed claim may be deemed 
proper consideration. Janci v. Cerny, 287 Ill. 359, 122 N.E. 507; Green- 
berg v. Metropolitan Life Ins. Co., 379 IIl. 421, 41 N.E.2d 495; 6 Corbin, 
Contracts, § 1289. However, in the instant case the 15 per cent dividend 
represented the balance of the set-aside assets, and even under defen- 
dant’s theory, plaintiffs were entitled to that sum. In addition, plaintiffs 
had a contingent right to payments on their certificates from net profits, 
which defendant denied, and which was debatable under the Logemeyer 
case. 

The payment of a sum admittedly due furnishes no consideration for 
the discharge of an additional disputed liability, even where such sum 
is accepted as full payment. (1 Restatement of Contracts, p. 85; 1 
C.J.S., Accord and Satisfaction, §§ 29, 32, pp. 502, 513; Knight Templars 
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& Masons Life Indemnity Co. v. Crayton, 209 Ill. 550, 70 N.E. 1066; 
Klinke v. Great Northern Life Ins. Co. 318 Ill.App. 43, 47 N.E.2d 506.) 
In the instant case the 15 per cent dividend was in no way tendered as 
a compromise of the bank’s obligation on the certificates. On the con- 
trary, the defendant bank was obligated to pay that dividend from the 
liquidated slow assets, without requiring plantiffs to surrender their 
certificates. Hence, that dividend could not be deemed to be the 
consideration for plaintiffs of Group II relinquishing their rights to 
the face amount of their certificates. Therefore, since defendant gave 
up nothing in return for the surrender of the certificates, there could be 
no valid accord and satisfaction. 

Without prolonging the opinion unduly, it may be noted that there 
are additional grounds for holding that the purported accord and satis- 
faction is of no legal force and effect. Not only was it the result of a 
mutual mistake of law as held by the Appellate Court, but it was 
executed without the requisite good faith for establishing such an affirma- 
tive defense. Although no true fiduciary relationship existed between 
the bank and its waiving depositors, the bank as a quasi-public institu- 
tion, People ex rel. Nelson v. Wiersema State Bank, should be held to 
something “stricter than the morals of the market place.” The certainty 
with which defendant declared its interpretation of the Logemeyer case 
as the law, without reference to any conceivable doubts, even though 
some 239 other Illinois banks honored such certificates, or to the Audi- 
tor’s recommendation that the dividend be paid merely “on account,” 
and the sequence of statements and phraseology in the letter, designed 
to make the obligation in the Logemeyer case seem identical to its own, 
tended to mislead the depositors, and constituted somewhat less than 
the proper measure of disclosure. 

In view of the foregoing considerations we cannot sustain defendant’s 
contention that plaintiffs in Group II are barred from relief in the 
proceeding because of any valid accord and satisfaction. 

Defendant contends further that plaintiffs are not properly entitled 
to institute a class action because of the conflict which exists among 
claimants to a ratable share of the common fund. Although refinements 
and distinctions have been promulgated by the courts on the subject of 
class actions, 45 Harv.L.Rev. 1297; Dickinson v. Burnham, 2 Cir., 197 
F.2d 973; South East National Bank v. Board of Education, 298 Ill.App. 
92, 18 N.E.2d 584, the basic criterion is the community of interest in the 
subject matter and remedy. 

In analyzing the basis of class suits, the U.S. Court of Appeals 
stated in Weeks v. Bareco Oil Co., 7 Cir., 125 F.2d 84, 90: “To permit 
the defendants to contest liability with each claimant in a single, separate 
suit, would, in many cases give defendants an advantage which would 
be almost equivalent to closing the door of justice to all such claimants. 
This is what we think the class suit practice was to prevent.” 
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The mere fact that the pro rata share of a participant in a common 
fund is increased or decreased by the number and amount of claims 
against the fund does not constitute a conflict of interest between the 
claimants which would bar a class suit to establish the fund. Redmond 
v. Commerce Trust Co., 8 Cir., 144 F.2d 140; Heine v. Degen, 362 IIl. 
357, 365, 199 N.E. 832; Newberry Library v. Board of Education, 387 III. 
85, 55 N.E.2d 147. 

In the Redmond case [144 F.2d 151], the court, in rejecting a conten- 
tion similar to that urged by defendant herein, stated: “Appellee con- 
tends this is not a class action because there is . . . conflict of interests 
between the beneficiaries. ... This petition is based upon a common 
and undivided obligation and liability—the preservation and proper dis- 
tribution of a trust fund wherein all beneficiaries are interested in 
preservation of the fund and none can have legal standing to seek its 
distribution other than in accord with the trust indenture. The 
possible situation that the beneficiaries may have divergent views as 
to their several undivided rights in the distribution of a trust fund which 
is alleged to be insufficient to pay all in full does not prevent this being 
a class action.” 

In the instant case, plaintiffs of Groups I and II share a common 
interest in establishing the validity of the certificates, and the right of 
the holders to share in the net profits of the defendant bank in accord- 
ance with the terms of the certificates of beneficial interest and the 
waiver agreement. Each certificate holder will share pro rata with 
other holders, and all certificates are payable only out of the common 
fund. Consequently, the essential elements exist warranting a class 
suit. The fact that members of Group I are not involved in the deter- 
mination of the validity of the accord and satisfaction, which defendant 
asserts as its special defense against Group II, does not destroy the 
propriety of the class suit, since it is not essential that the parties all 
have an interest in all the matters involved in the suit. King v. Rice, 
285 Ill. 123, 128, 120 N.E. 449. 

With reference to defendant’s claim interposed for the first time in 
this court that the stockholders should be parties to this litigation, it is 
our opinion that the essential issue herein is the validity of the certificates 
of beneficial interest issued by the defendant bank, and that in the 
determination of that issue the stockholders are not necessary parties as 
there is no claim asserted or allowed against them, but rather against 
the bank. 

On the basis of our analysis of the issues presented in this cause, 
plaintiffs are entitled to the relief sought, and the judgment of the 
Appellate Court reversing the decree of the trial court and remanding 
the cause for further proceedings is affirmed. 


Judgment affirmed. 
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Contract to Loan in Excess of Bank’s Legal 
Limit Held Illegal 


In recent years there has not been much occasion for the 
courts to rule on questions involving the 10% loan limit placed 
by the federal statutes on national banks. A recent decision 
handed down by the Court of Appeals in the Ninth Circuit, 
however, indicates this issue can arise particularly with smaller 
banks. A national bank in Alaska sought to foreclose a tempor- 
ary mortgage on a house owned by a former cashier of the 
bank. This mortgagor sought to defend the proceeding on 
the grounds that bank officials had promised to finance the con- 
struction of the house and give him a 24 year mortgage for 
approximately $40,000 when it was completed. He claimed 
the bank also promised to keep him employed so he could make 
payments on the mortgage. This controversy arose after he 
had been discharged by the bank and convicted “for certain 
details of his bank management.” 


In ruling in favor of the bank the court pointed out that 
the defense of the mortgagor was based on a contract that was 
illegal because it violated Section 84 of United States Code, 
Title 12 which limits a national bank’s loan to ten per cent of 
its paid-in and unimpaired capital and unimpaired surplus. 
This bank’s capital and surplus totalled only $260,000. Because 
the contract was illegal, the defense was invalid and the bank 
could foreclose the mortgage. Jaynes v. First National Bank 
of Ketchikan, Alaska, United States Court of Appeals, Ninth 
Circuit, 236 F.2d 258. The opinion of the court is as follows: 


CHAMBERS, C.J.—This case is a companion or sequel case to the 
criminal case of Jaynes v. United States, 9 Cir., 224 F.2d 367, to which 
reference is made for the background. 

In this civil case, the First National Bank of Ketchikan sought to fore- 
close a “temporary mortgage” on Jaynes’ house and to recover for funds 
on an earlier note which was also covered by the all inclusive terms of 
the mortgage. Further, the house which Jaynes, in his happier days as 
cashier of the bank, was building became subject to a number of 
materialmen’s liens. To protect its mortgage, the bank bought the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 823. 
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liens, taking assignments. Judgment went in favor of the bank sub- 
stantially as prayed for. 

The defense of the answer and the burden counterclaim of Jaynes 
and his wife was that Jaynes had begun the project when he was cashier; 
that his superiors had promised to finance the house and when the 
construction was completed to give him a mortgage for about 24 years 
with installment payments; that the bank agreed it would keep him 
employed so he could pay off the payments; and that the bank had 
failed to do all of this. 

Among other things, the bank discharged Jaynes. He was indicted 
and convicted for certain details of his bank management. 

We pass over the fact that one can read in 12 U.S.C.A. § 24 that 
officers may be discharged at will. We do not delve into the implications 
of that section. 

We address ourselves to the fact that the answer and counterclaim 
plead that the bank by the agreement, which if made the bank did not 
keep, was obligated itself to advance to Jaynes the sum of $40,034.11. 

In our judgment, in light of the subsequent disclosure that the 
bank’s current capital and surplus was $260,000, the defendants had 
stated themselves out of court. A national bank is subject to a loan 
limitation of ten per cent of its paid-in and unimpaired capital and 
unimpaired surplus. See 12 U.S.C.A. §84. The defendants sought to 
legalize the transaction by suggesting to the trial judge that the parties 
could put the excess of the proposed or agreed loan above $26,000 under 
the bank’s current undivided profits of $97,000. The court was told that 
national bank examiners force banks to put loans in excess of ten per cent 
there; that is, charge the excess to undivided profits. 

We think in banks the term “surplus” has too long an established 
meaning to include undivided profits. The yardstick was fixed by the 
Congress on items in the financial structure that have relative perman- 
ency: paid-in capital and surplus, not undivided profits which may be 
carried along indefinitely or may be properly distributed tomorrow. 
See Chicago Title & Trust Co. v. Central Trust Co., 812 Ill. 396, 144 N.E. 
165; Sarles v. Scandinavian American Bank, 33 N.D. 40, 156 N.W. 556; 
Willcuts v. Milton Dairy Co., 275 U.S. 215, 48 S.Ct. 71, 72, L.Ed. 247. 
Cf. Leather Mfrs’ Nat. Bank v. Treat, 2 Cir., 128 F. 262. We do not 
say that undivided profits can be considered as surplus, but if this loose 
construction were accepted the most that defendant could contend he 
was entitled to borrow would be ten per cent of $260,000 and ten per 
cent of $97,000.00, or a total of $35,700. The fact that it may be true 
that when bank examiners find bankers have violated the law the 
examiners then require the excess above the legal loan limit to be charged 
against undivided profits until such time as the excess is collected back, 
does not legitimize the undivided profits account of the bank as a play- 
ground for illegal doings. 
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The defense and counterclaim were based on the contract forbidden 
by the statute. Neither defense nor counterclaim had any validity. 

If this were the plight of an innocent borrower who had assumed 
the bank knew what it was doing when it made a bargain to finance the 
house for $40,034.11, we could at least record our sympathy. But here 
we had a bank cashier who knew the amount of the bank’s capital and 
surplus. Presumably he had heard of the ten per cent limitation. 

However, the whole transaction is not void. Consideration for the 
bank’s depositors allows it to recover for the money advanced along the 
way. Cf. Corsicana National Bank of Corsicana v. Johnson, 251 U.S. 
68, 40 S.Ct. 82, 64 L.Ed. 141. The fact that enforcement of such an 
agreement as Jaynes says was made would be good retribution for the 
other officers and stockholders who agreed to the deal is not the test. 
The point upon which we rely was before the court, along with too 
many other points. 

Our view of the law, as expressed above, disposes of all the specifica- 
tions of error. 

Judgment affirmed. 


“Acceptance” in Criminal Statute 


Construed to Mean Promise of Drawee 
to Pay 


Section 220 of Title 18 of the United States Code provides 
that an officer of a bank can be liable up to $5,000 and be im- 
prisoned for a year for receiving a fee or commission “for pro- 
curing or endeavoring to procure . . . acceptance of any paper, 
note, draft, check, or bill of exchange by any such bank or 
corporation. ...” Where a bank officer sought reversal of a 
conviction under this statute the court, ruling in his favor, 
decided that the word “acceptance” in this criminal statute must 
be given the same meaning it has in negotiable instrument laws, 
i.e., the assent of the drawee to the order of the drawer. The 
court from the point of view of consistency and correct statu- 
tory interpretation would not accept the government’s con- 
tention that “acceptance” as used in the criminal statute in- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1. 
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cluded the mere receiving and paying of checks. Schooler v. 
United States, United States Court of Appeals, Eighth Cir- 
cuit, 281 F.2d 560. The opinion of the court is as follows: 


HULEN, D.J.—Appellant appeals from a judgment based on a jury 
verdict of guilt on five counts of an indictment charging violation of 
18 U.S.C. § 220.1 Reversal is sought solely on the ground that the trial 
court erred in overruling the motion for judgment of acquittal. Our 
ruling must turn on the narrow issue as to what meaning shall be given 
to the word “acceptance” as used in the statute. 

Appellant was an officer of the Hartford-Carlisle Savings Bank. Its 
deposits were insured by the Federal Deposit Insurance Corporation. 
Hence this Court has jurisdiction. The indictment charges in each of 
five counts that during 1952 appellant received and agreed to receive a 
fee, gift or commission from one Stevens for procuring for Stevens the 
acceptance of checks by the bank. Each count of the indictment charges 
a separate offense on a specific date. The fee or gift received by 
appellant was $100.00 in the offenses set out in each of the first four 
counts, and $500.00 in the fifth count. 

The facts are not in dispute. Government Exhibit 16 is a summary 
showing Stevens’ checks drawn on and paid by the Hartford-Carlisle 
Savings Bank during the period April 1, 1952, to September 30, 1952. 
There were 419 checks totaling $2,341,847.47. There was evidence of 
delayed posting on some of the checks. Had certain checks been posted 
when received, the Stevens account would have been overdrawn. In 
answer to this showing by the Government appellant offered evidence 
that the bank followed a practice—and a legal one—of delayed posting.” 
None of Stevens’ checks were paid until there was sufficient money in 
his account to pay them. 

In each case Stevens covered his checks soon enough that, because of 
the bank’s delayed posting custom, at no time was the bank required 
to return the checks for insufficient funds. In the manner of posting 
checks, the bank followed no different procedure with respect to any 


1 Whoever, being an officer, director, employee, agent, or attorney of any bank, the 
deposits of which are insured by the Federal Deposit Insurance Corporation of a Federal 
intermediate credit bank, or of a National Agricultural Credit Corporation, except as 
provided by law, stipulates for or receives or consents or agrees to receive any fee, com- 
mission, gift, or thing of value, from any person, firm, or corporation, for procuring or 
endeavoring to procure for such person, firm, or corporation, or for any other person, firm, 
or corporation, from any such bank or corporation, any loan or extension or renewal 
of loan or substitution of security, or the purchase or discount or acceptance of any 
paper, note, draft, check, or bill of exchange by any such bank or corporation . . .”. 

2 Under section 541.201 of the Code of Iowa of 1954, I.C.A. and under Operating Circular 
No. 17 of the Federal Reserve Bank of Chicago, in any case in which a bank receives 
other than for immediate payment over the counter a check payable by, at, or through 
such bank, such bank may have until midnight of its next business day to dishonor or 
refuse payment of such item. There is no proof in this case that the bank ever held 
any check of Stevens past midnight of the next business day after it was received. 
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of its other accounts. This phase of the case is of minor importance on 
the issue presented on this appeal. 


Stevens opened his account in January of 1952. Shortly thereafter 
he brought in a letter from the Cambridge State Bank of Cambridge, 
Iowa, recommending him as a proper customer for the Hartford Bank. 
He told appellant he was in the used car business. The bank had ad- 
vised Stevens it would not pay any checks on uncollected funds. For 
a time Stevens brought in his deposits in the form of cash. Appellant 
then told Stevens that the large amounts of cash were a nuisance to 
the bank and asked Stevens to take his account elsewhere. Appellant 
testified that it was at this time that Stevens offered to pay the bank 
$100.00 a month to maintain the account. Stevens, as a Government 
witness, testified that he gave appellant sums of money—he didn’t know 
exactly how much—and told appellant “that was for doing me a favor 
when I was out of town and couldn’t get back, for taking care of the 
checks, until I could get in.” Appellant testified that he put the money 
which Stevens left at the bank in an envelope which he kept in what they 
called the silver chest, and did not credit it to an account in the bank 
at that time because of his uncertainty about the OPA regulations 
concerning charges for checking account services. On October 4, 1952, 
when Stevens’ account was closed on order of the Superintendent of 
Banking, a credit was made to Collection and Exchange for the cash in 
the envelope—amounting to $500.00. 

All checks handled by the bank for Stevens were perforated with the 
date of payment. The bank never made any loans to Stevens. 

The Government’s position is that the receiving or accepting of the 
checks by the bank in the manner described violated the statute pro- 
scribing the receipt of a fee or gift for procuring “acceptance” of a check 
by a bank. There is no claim by the Government that any check of 
Stevens was accepted by the bank within the meaning of the term 
“acceptance” as used in the negotiable instrument law. On the other 
hand, appellant urges that since there was no “acceptance” of any 
check of Stevens as used in the negotiable instrument law, there was 
no violation of the statute. 

18 U.S.C. § 220 stems from 12 U.S.C.A. § 595, which underwent its 
first change in the revision of the Criminal Code of 1948. Section 595, 
prior to 1948, applied to officers, directors and certain employees of a 
member of the Federal Reserve System. Section 595 did not contain 
the word “acceptance.” In the 1948 revision the word “acceptance” was 
inserted, but the Act still did not extend to banks insured by the Federal 
Deposit Insurance Corporation. In 1950 the Act was amended to 
include officers, directors, employees, agents or attorneys of any bank, 
“the deposits of which are insured by the Federal Deposit Insurance 
Corporation.” 
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Under the historical and revision notes to the statute we find the 
following: 


“... The punishment provisions of the three sections were 
identical, and all other provisions thereof were similar, except that 
section 595 of said Title 12, relating to officers, directors, em- 
ployees, or attorneys of member banks of the Federal Reserve 
System, did not include the terms ‘agent’ and ‘acceptance’ and 
did not include the phrase ‘or extension or renewal of loan or 
substitution of security.’ 

“Verbal changes were made for style purposes. 80th Congress 
House Report No. 304. 

“1950 Amendment. Act Sept. 21, 1950, amended section to 
prohibit any officer, director, or employee of, or attorney or agent 
for, an insured bank from receiving fees or gifts for procuring 


loans.” (Emphasis added.) 


Can a check by “acceptance” become the substance of and represent 
a loan. If so, how? Under the negotiable instrument law the “accept- 
ance” of a check has a well recognized, specific and definite meaning. 
Acceptance of a check must be in writing and signed by the drawee 
bank. 


“The acceptance of a check contemplates a promise on the 
part of the drawee to pay the same, and is essentially different 
from the payment thereof. Payment is the natural and legitimate 
end of a check, whereas an acceptance adds to its original vitality 
a new element of force and strength calculated to prolong its 
existence and widen its sphere of usefulness. When there is an 
acceptance, a contractual relationship arises between the holder 
and the drawee and consequently there is a promise to perform; 
when there is a payment, there is an actual performance. It has, 
accordingly, been ruled that payment of a check is not acceptance 
within the meaning of the statutory provision that acceptance or 
certification of a check discharges from liability the drawer and 
all indorsers thereon.” 7 Am.Jur., Banks § 554. 

“...[P]ayment and acceptance are essentially different. Pay- 
ment is the natural, expected, and intended end of a check. 
Acceptance strengthens the vitality of a check, and serves to 
prolong, rather than to terminate, the life of it... .” Hunt v. 
Security State Bank, 1919, 91 Or. 362, 179 P. 248, 251. 


Did Congress use the word “acceptance” in the statute pertaining 
to bank transactions in the negotiable instrument sense? Or is the use 
of this word as the Government claims: 
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“It is submitted that under Section 220 formal written accept- 
ance of bills of exchange in the technical sense may be included, 
but to limit the statute to that definition would be to thwart the 
intent of the Statute to penalize bribery and graft in a large 
variety of banking transactions including the cast banking 
business of receiving and paying checks.” 


If we trace further the history of Section 220, it is to be seen that 
it has a bearing on the meaning of “acceptance” as it is used in the 
statute. Section 220 is based on three prior sections of the Code: 12 
U.S.C.A. §§ 595, 1125, and 1815. Section 595 applied to officers, em- 
ployees, etc., of Federal Reserve and member banks; Section 1125 
applied to officers of Federal intermediate credit banks; and Section 1315 
applied to officers of National Agricultural Credit Corporations. In 
the 1948 revision of United States criminal statutes, Congress consoli- 
dated these sections in 18 U.S.C. § 220. Of the three statutes referred 
to only 12 U.S.C.A. § 595 did not contain the woid “acceptance.” Their 
punishment provisions were practically identical. Since 18 U.S.C. § 220 
is a consolidation of the three sections, the word “acceptance” as there 
used should take on the same meaning which it had in 12 U.S.C.A. 
§§ 1125 and 1315. 


Section 1315 of Title 12 was enacted into law as Section 216(e) of 
the Agricultural Credits Act of 1923. Section 216(a) of this same Act, 
12 U.S.C.A. § 1811, provided in part: 


“Any officer, director, agent, or employee of a National Agri- 
cultural Credit Corporation who embezzles, abstracts, purloins, 
or willfully misapplies any of the moneys, funds, or credits of 
such corporation, or who, without authority from the directors, 
draws any order or bill of exchange, makes any acceptances, issues, 
puts forth, or assigns any note, debenture, bond, draft, bill of 
exchange, mortgage judgment, or decree . . . shall be deemed 
guilty of a misdemeanor. ...” (Emphasis added.) 


Section 1125 of Title 12, enacted at the same time as Section 1315, 
was Section 211(e) of the Federal Farm Loan Act. Section 211(a) of 
this Act, 12 U.S.C.A. § 1121, is identical to the quoted part of Section 
216 (a) of the Agricultural Credits Act except that “Federal intermediate 
credit bank” is substituted for “National Agricultural Credit Corpora- 
tion.” 

We conclude it would do violence to rules of statutory construction 
to hold that the use of the word “acceptance” in Sections 216(a) and 
211(a), when considered in context, is not the negotiable instrument 
use of the word. 


As stated in 82 C.J.S., Statutes, § 348 (1958): 
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“In the absence of anything in the statute clearly indicating an 
intention to the contrary, where the same word or phrase is used 
in different parts of a statute, it will be presumed to be used in 
the same sense throughout; and, where its meaning in one instance 
is clear, this meaning will be attached to it elsewhere . . .”. 


Therefore, in the absence of a showing of a contrary intention on 
the part of Congress, “acceptance” in Section 216(e) and in Section 
211(e) should be interpreted in the negotiable instrument sense. Resul- 
tantly, “acceptance” as used in 18 U.S.C. § 220 should be given this 
same meaning. 

If, as the Government contends, the intent of the statute was to 
cover “receiving and paying checks,” we must read into the statute words 
that are not there. Here Congress was amending a statute that had to 
do with commercial papers, governed by the negotiable instrument laws 
of the various states. Congress knew that in relation to the subject 
matter of their legislation the word “acceptance” had a definite mean- 
ing. They knew it did not include the mere “receiving and paying of a 
check.” If Congress desired to extend the statute beyond bank loan 
transactions, which was all that the original statute encompassed, we 
must conclude they would have said so and not left it to the courts to 
legislate by broadening the terms of the statute. Indeed if we consider 
the subject matter of the Act, namely negotiable paper, together with 
the language used in the Act, the meaning is not ambiguous. Confusion 
results when an attempt is made to read into the law words which are 
not there. 

Consider the subject from abstract reasoning. It would be absurd 
to assume that Congress intended the statute to cover and to make a 
crime of the receiving and paying of a check, when the drawer had a 
balance sufficient to cover the cashing of the check. In such a case there 
would be no reason for the payment of any fee to anyone connected with 
the bank. On the other hand, if any employee having access to the 
bank’s funds should, for a consideration, cause them to be paid on a 
check on an account with insufficient or no funds, he would be subject 
to prosecution for fraud under 18 U.S.C. § 656. See Seals v. United 
States, 8 Cir., 1955, 221 F.2d 243; United States v. Klock, 2 Cir., 1954, 
210 F.2d 217. The provisions of the latter section are so broad that 
Congress could not have intended to duplicate its provisions by the 
Act in question. 

As stated by the Court in Farmer v. United States, 10 Cir., 1942, 128 
F.2d 970, 972: 


“A criminal statute must be strictly construed [citing, inter 
alia, Gesell v. U. S., 8 Cir., 1924, 1 F.2d 283, 286]. Ambiguity in 
criminal statutes should not be resolved so fas as to embrace 
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offenses not clearly within the law. The facts charged and proved 
must bring the defendant plainly and unmistakably within the 
statute.” 


The Government must of necessity take the postion that there is 
some ambiguity in the law to argue that “acceptance” means “receiv- 
ing and paying” as applied to a check. To find such an offense covered 
under the statute in question is to broaden coverage to subjects that are 
not “clearly within the statute.” 

The judgment of the District Court is reversed and this case is 
remanded with directions to enter judgment of acquittal. 





Bank Prevails Over Surety With 
Prior Assignment 


The Court of Appeals in the Ninth Circuit has handed down 
an interesting decision recently concerning the priorities of 
holders of assignments of a government contract. To comply 
with a federal statute, a contractor who had a construction 
contract with the Army furnished the government with a per- 
formance bond containing an assignment to the surety of the 
contractor’s interest in the proceeds of the government contract 
in the event the surety had to make payment under the terms 
of the bond. Later, and with knowledge of the existence of 
the surety bond but without knowledge of the assignment pro- 
vision of the bond, a bank took an assignment of the proceeds 
of the same government contract. This assignment was made 
in compliance with the Assignment of Claims Act. 

The government paid the proceeds of the contract to the 
bank which applied them against the loan to the contractor 
and paid the balance to the contractor. The surety which 
was obligated to pay some materialmen later sought reimburse- 
ment from the bank on grounds that because of its prior assign- 
ment it was subrogated to the rights of the government to pay 
the liens and therefore was entitled to reimbursement from 
the proceeds of the contract before repayment of the bank loan. 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 95. 
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The court, in ruling in favor of the bank, gave three main 
reasons for its decision: 


1. The government has no right to have the proceeds ap- 
plied in payment of materialmen and therefore there 
was no right to which the surety could be subrogated. 


2. Even if such right did exist, it ceased when payment on 
the contract was made. 


3. The surety’s position that while its assignment was not 
lawful under the Assignment of Claims Act, it nonethe- 
less was effective as against later assignees, was not 
valid because the bank had no notice of the assignment 
to the surety. 


The Bank of Arizona v. National Surety Corporation, 
United States Court of Appeals, Ninth Circuit, 287 F.2d 
90. The opinion of the court is as follows: 


BONE, C.J.—*On this appeal we are called upon to determine the 
validity of conflicting claims to moneys paid by the Government pur- 
suant to a contract. One claim is founded on an assignment to a surety 
contained in the application for a contract bond; the other founded on 
an assignment to a bank, given as consideration for moneys loaned to 
the contractor. The sequence of events makes their dates assume 
significance. For convenience parties here involved will be referred to 
as follows: National Surety Corporation as “Surety”; The Bank of 
Arizona as “Bank”; Dollar Construction Co., a corporation as “Contrac- 
tor”; and the United States of America as “Government.” 

On June 18, 1952, Contractor entered into a contract with Govern- 
ment (hereafter called “contract”), whereby Contractor agreed to per- 
form work at the Navajo Ordnance Depot, Bellemont, Arizona (here- 
after called the “Navajo Job”), in consideration for which Government 
agreed to pay Contractor $12,180.00 in a lump sum on completion of the 
job, this amount being later increased by a “Change Order” to $12,580.00. 
In conformity with the requirements of 40 U.S.C.A. § 270a and provisions 
of the contract, Contractor furnished and Government accepted and 
approved, a performance bond and a payment bond executed by Con- 
tractor and Surety, each in the penal sum of $6,090.00. 

Contractor completed the Navajo Job on October 20, 1952, and the 
work was certified by Government as meeting the plans and specifica- 
tions of the contract. Being in need of money, Contractor secured a 
loan from Bank in the amount of $10,000 and the proceeds were de- 


*Some footnotes in this decision are omitted. 
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posited to the credit of Contractor’s then existing account with Bank. 
Contractor stated to Bank that the purpose of the loan was to pay 
materialmen, but Bank did not know and did not ascertain how much 
of the loan would be needed for that purpose. It learned from the 
contracting officer at the Navajo Ordnance Depot that the contract had 
been completed and that the proceeds of the contract were shortly to 
be forthcoming. The contracting officer approved and accepted the 
assignment to Bank on October 22, 1952. 

Bank ascertained prior to making the loan that the Contractor had 
furnished a payment bond to protect the laborers and materialmen, 
although Bank had no actual knowledge of the identity of the Surety 
on the bond. 

On or about December 9, 1952, Bank delivered a formal written 
notice of the assignment to the Government contracting officer at the 
Navajo Ordnance Depot, aid mailed notice of the assignment together 
with a true copy of the instrument of assignment to the then known 
Surety, which notice was received by Surety on December 10, 1952. 
Surety returned this notice to Bank with a form of acknowledgment 
which it prepared, which stated that Contractor “has been and is in 
default and owes in excess of $11,000 to persons who furnished labor 
and materials to the contractor in the prosecution of the work... . 
Subject to a complete reservation of all our rights [summarized in part in 
the letter], receipt is hereby acknowledged of the above notice and a 
copy of the above mentioned instrument of assignment.” 

Bank also filed with the United States Army Finance Officer at Los 
Angeles, the disbursing officer designated in the contract to make pay- 
ment, a copy of Contractor’s assignment to it, together with a notice of 
assignment. These instruments were received by the Finance Officer 
on December 11, 1952. Government’s check in the sum of $12,580.00 
(the proceeds of the contract) was issued December 12, 1952, and re- 
ceived by Bank on December 15, 1952. On receipt of the check Bank 
applied $10,139.51 of these contract proceeds in satisfaction of Con- 
tractor’s loan obligation to Bank. Upon demand of Surety a cashier’s 
check payable to Contractor for the remaining balance of the contract 
proceeds, $2,440.49 was mailed to Surety and was thereupon endorsed 
specially by Contractor and delivered to one materialman to reduce its 
claim. 

Surety commenced this action against Bank and the five material- 
men who had made claims against Surety on its payment bond. The 
aggregate of unpaid materialmen claims totaled $9,997.63 (after credit- 
ing the $2,440.49 to the claim of the one materialman). Concurrently 
with filing its complaint Surety deposited $6,090.00 (the full amount of 
the payment bond) with the clerk of the District Court. The complaint 
alleged that this sum was not sufficient to pay all persons who supplied 
labor and material in the prosecution of all the work required by the 





BANK ASSIGNMENT PREVAILS 411 


contract; that the sum theretofore applied by the Bank to the payment 
of its note was more than sufficient to discharge the unpaid obligations. 
Surety charged Bank with owing the materialmen the sum of $9,997.63 
for money had and received from the United States of America. 

The complaint of Surety alleged an assignment contained in the 
“Application for Contract Bond,” whereby Contractor assigned to Surety 
any and all moneys due and payable to Contractor at the time of any 
breach or default in the contract to indemnify Surety for any liability 
Surety might incur by reason of having executed the performance bond 
and the payment bond; that Bank knew or should have known of this 
prior assignment of the contract proceeds to Surety at the time Bank 
took its assignment; that Bank knew or should have known that Surety 
was entitled to exoneration from its obligations to pay for labor and 
material and was entitled to subrogation and to a prior right in and 
claim to the contract funds. 

Bank’s answer placed in issue the aforesaid assignment of the con- 
tract proceeds to Surety and the amounts due to the materialmen. It 
admitted its said loan to Contractor and Contractor’s assignment to 
Bank; alleged that such assignment was received in good faith, without 
notice and permitted and perfected under the Assignment of Claims 
Act of 1940, 31 U.S.C.A. § 203. It denied the notice of and the existence 
of any rights of Surety by subrogation or exoneration. 

At trial the District Court rendered judgment that Surety recover 
from Bank the sum of $6,090.00, the amount of the payment bond. This 
appeal followed. 

Appellant Bank alleges error of the lower court in making that por- 
tion of the first conclusion of law that 


“... by the payment into court by Surety of $6,090.00, which 
was the full amount of its penalty under the payment bond, Surety 
became subrogated to the right of the Government to have the 
contract proceeds applied in payment of the materialmen, said 
right of subrogation relates back to the date of the payment 
bond, June 18, 1952.” 


Bank relies on this claimed error for the reason that the payment of 
the contract proceeds by Government to Bank terminated any rights of 
the Government to the proceeds or the application thereof, and that 
any such rights could not be revived to enforce restitution, refund or 
repayment to the United States of the money paid to Bank, an assignee 
under an assignment perfected under the Assignment of Claims Act of 
1940, as amended. 

Since the lower court concluded that Surety was subrogated to “the 
right of the Government to have the Contract proceeds applied in pay- 
ment of the materialmen” it is necessary to determine “the right of the 
Government.” 
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The United States is not legally bound to pay the claims of material- 
men. “If the United States were obligated to pay laborers and material- 
men unpaid by a contractor, the surety who discharged that obligation 
could claim subrogation. But nothing is more clear than that laborers 
and materialmen do not have enforceable rights against the United 
States for their compensation.” United States v. Munsey Trust Co., 
1947, 332 U.S. 234, 241, 67 S.Ct. 1599, 1602, 91 L.Ed. 2022. 


There is authority recognizing some sort of right in unpaid laborers 
and materialmen to portions of the contract proceeds retained by the 
Government. Unfortunately, the cases are far from clear as to classi- 
fication of that interest. In the absence of definite contractual provi- 
sions, federal courts have labeled the right of labor and material suppliers 
to be paid from moneys withheld by the Government as a moral obliga- 
tion, as an equitable priority, as an equitable obligation, as something 
“in the nature” of an equitable lien, and as an equitable lien. Because 
of this confusion perhaps the only generalization to be drawn from the 
cases is that if the Government holds all or a part of the contract 
proceeds, it may apply the proceeds to the claims of unpaid material- 
men, if any, and possibly may assert a right so to apply the proceeds still 
in its possession. 


But assuming for purpose of argument that Surety upon payment 
of the claims of materialmen could be subrogated to this “right” of the 
Government to apply the proceeds to materialmen, we believe Surety 
may not claim the contract proceeds here. When the Government paid 
the contract proceeds to Bank we believe the Government’s interest in 
the proceeds and its right to apply the proceeds to unpaid materialmen 
ceased to exist. And when the Government’s interest in the contract 
proceeds terminated there was no longer a Government “right” to which 
Surety could be subrogated. See United States v. Munsey Trust Co., 
332 U.S. 234, at page 242, 67 S.Ct. 1599, at page 1603. 


The cases recognizing a right in unpaid materialmen (and in the 
surety that has paid the materialmen) to contract proceeds in the pos- 
session of the Government are distinguishable from the present case. 
Here, Government no longer had any of the contract proceeds and it 
was not a stakeholder of funds. The Government had paid the proceeds 
to a lawful assignee of the contractor, an assignee who had fully met all 
of the requirements and limitations of the Assignment of Claims Act of 
1940. We know of no reason which would preclude the Government from 
paying the proceeds to this lawful assignee.® 


® Apparently the Government is precluded from “restitution, refund, or repayment . . . 
of any amount .. . received under the assignment.” 31 U.S.C.A. § 203 reads, in part: 
“In any case in which moneys due or to become due under any contract are or have been 
assigned pursuant to this section, no liability of any nature of the assignor to the 
United States or any department or agency thereof, whether arising from or independently 
of such contract, shall create or impose any liability on the part of the assignee to make 
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Bank also specifies error by the lower court in making its second 
conclusion of law that the 


“Contractor held its right to the proceeds of the Contract, 
subject to an equitable lien in favor of Surety; when it transferred 
its right to Bank, Bank took the proceeds of the Contract subject 
to Surety’s equitable lien.” 


Bank takes issue with this conclusion of law on several grounds. One 
is that “Surety has no ‘equitable lien’ to the Contract proceeds without 
a reliance upon a theory of subrogation or assignment.” Our discussion 
above of subrogation indicates that by subrogation to the “right of 
the Government” Surety does not prevail against Bank.” 

The application for bond, dated June 20, 1952, submitted by Contrac- 
tor to Surety contained a clause purporting to assign to Surety the 
contract proceeds then due or to become due, conditioned on breach or 
default in performance of the contract.11 This application purported 
to assign to Surety claims upon the United States which had not yet 
been allowed and were not yet due, and no warrant for payment of which 
had been issued. Such an assignment falls within the censure of 31 
US.C.A. § 203.12 

The assignment to Bank is lawful by the terms of the Assignment 
of Claims Act of 1940, 31 U.S.C.A. § 203.1% There is no dispute that 


restitution, refund, or repayment to the United States of any amount heretofore since 
July 1, 1950, or hereafter received under the assignment.” 

10 Surety has no “equitable lien” by subrogation to the right of the Government as the 
Government’s right was terminated by payment, and Surety can claim no “equitable lien” 
as against Bank by subrogation to rights of the materialmen as the lower court correctly 
concluded that “the Materialmen have no equitable, legal or moral right against Bank or 
to Contract proceeds which were paid by the Government to Bank.” 

11 The assignment contained in the application for bond reads as follows: 

“7th. In further consideration of the execution of said bond, the undersigned hereby 
assign (s), transfer(s) and convey(s) to the Corporation all the deferred payments and 
retained percentages, and any and all moneys and properties that may be due and payable 
to the undersigned at the time of any breach or default in said contract or thereafter 
may become due and payable to the undersigned on account of said contract, or on 
account of extra work or materials supplied in connection therewith, hereby agreeing that 
such money, and the proceeds of such payment and properties shall be the sole property 
of the Corporation and to be by it credited upon any loss, cost, damage, charge and 
expense sustained or incurred by it in connection with said bond.” 

12 $1 US.C.A. § 208 reads in part, “All transfers and assignments made of any claim 
upon the United States . . . shall be absolutely null and void, unless they are freely 
made and executed in the presence of at least two attesting witnesses, after the allowance 
of such claim, the ascertainment of the amount due, and the issuing of a warrant for 
the payment thereof.” 

13 The Assignment of Claims Act of 1940 reads in part: “The provisions of the preceding 
paragraph shall not apply in any case in which the moneys due or to become due from 
the United States or from any agency or department thereof, under a contract providing 
for payments aggregating $1,000 or more, are assigned to a bank, trust company, or other 
financing institution, including any Federal lending agency: Provided, 

“4. That in the event of any such assignment, the assignee thereof shall file written 
notice of the assignment together with a true copy of the instrument of assignment with 
(a) the contracting officer or the head of his department or agency; (b) the surety or 
sureties upon the bond or bonds, if any, in connection with such contract; and (c) the 
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appellant Bank of Arizona is a financial institution. Bank has complied 
with all the requirements provided in $1 U.S.C.A. § 203 prerequisite to 
a legal assignment, though the required notice by Bank to Surety of 
the assignment to Bank was not communicated to Surety until about 
December 10, 1955, whereas the assignment to Bank was made on the 
preceding October 22. Bank received Surety’s response (dated Decem- 
ber 23, 1952) to this notice of assignment. Bank received the proceeds 
of the contract on December 15, 1952. 


It appears to be Surety’s position that while 31 U.S.C.A. § 203 pre- 
cludes the assignment contained in the application for contract bond 
from being a lawful assignment it was nonetheless effective as an equit- 
able assignment, relying upon Martin v. National Surety Co., 1936, 300 
US. 588, 57 S.Ct. 531, 81 L.Ed. 822, and is therefore valid as between 
Surety and parties taking later assignments with notice of the prior 
assignment to Surety. 


It is Surety’s argument that the law requiring Contractor to furnish 
performance and payment bonds for protection of Government and 
materialmen placed Bank on notice of the existence of such bonds and 
their contents, including the assignment clause in the application for 
bond, and the interest of Surety by reason of this assignment. The fact 
that Bank knew that bonds had been furnished the Government confirms 
Surety in its contention that Bank was “put on inquiry,” and that had 
Bank inquired it would have learned of the assignment and of Surety’s 
interest in the contract proceeds. 


We do not believe that Surety may recover the contract proceeds 
from Bank by any right it may have because of the assignment provi- 
sion in the application for contract bond. Our reason for this conclu- 
sion rests upon the holding of this Court in California Bank v. United 
States Fidelity & Guaranty Co., 9 Cir., 1942, 129 F.2d 751. The facts in 
that case are quite similar to the facts in the present case. There the 
contractor completed the contract, and contractor paid part of the 
contract proceeds to a bank, which had made a loan to the contractor, 
the bank knowing that bonds had been furnished by the contractor to 
the Government and the company which executed the bonds. The 
surety paid the claims of the materialmen, and commenced a suit against 
both the contractor and the bank, seeking to recover an amount equal 
to what the surety paid to materialmen. The bank appealed from the 
judgment rendered against it, and this Court reversed. Our reason for 
the reversal was that the bank had no notice of the assignments to the 
surety contained in bond applications until after the payment to the 
contractor of its debt to the bank. We there said: 





disbursing officer, if any, designated in such contract to make payment. 
“Notwithstanding any law to the contrary governing the validity of assignments, any 
assignment pursuant to this section shall constitute a valid assignment for all purposes’’, 
$1 US.C.A. 5 208; 41 US.C.A. § 15. 
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“Actually, however, appellant [the bank] had no notice of the 
assignment until July 19, 1988. Meanwhile, in May and June, 
1938, Anderson [the contractor] had incurred his indebtedness to 
appellant and, on June 30, 1938, had paid it in full. Thus appel- 
lant had no notice of the assignments until long after the indebted- 
ness was paid. As to appellant, therefore, the assignments were 
void.” At page 753 of 129 F.2d. 

“At the time it received the $12,114.34, appellant knew that 
Anderson had received it from the United States under the afore- 
said contracts; but appellant had no notice or knowledge of 
Anderson’s default until July 19, 1988—nineteen days after it 
received the $12,144.34. Thus appellant received the $12,114.34 
without notice or knowledge that it was part of a fund in which 
appellee had, or might thereafter acquire, a superior right. We 
hold, therefore, that appellee is not entitled to recover any part 
of the $12,114.34 from appellant. [Citation of cases omitted.]” 
At page 755 of 129 F.2d. 


We believe our decision in the California Bank case is controlling in 
the present dispute, for here, as in that case, Bank took the assign- 
ment and received the proceeds before it had notice of the prior assign- 
ment (not perfected under 31 U.S.C.A. § 203) to Surety. 

We need not prolong this opinion by discussing other specifications of 
error, including the assertion that certain findings of fact are conclu- 
sions of law, or by deciding the meaning of the language of the assign- 
ment contained in the application for bond. 

The judgment, insofar as it relates to appellant, is reversed and the 
cause remanded to the lower court with directions to enter judgment 
that appellee take nothing by its amended complaint, with costs to 
be awarded to appellant. 


DECISION ON FEDERAL FALSE CLAIMS ACT 


It has been decided by a federal court of appeals that the 
Federal False Claims Act (Section 3490 Revised Statutes) does not 
apply to persons who make false representations to obtain Federal 
Housing Administration guaranties or cotton loans from the Com- 


modity Credit Corporation because the Act as it now stands does 
not include penalties for false claims against government corpora- 
tions. See United States v. McNinch, Toepleman v. United States 
and Cato Bros., Inc. v. United States, United States Court of 
Appeals, Fourth Circuit, February 28, 1957. 














Federal Income Taxation of Banks 
— Capital Gains and Losses 
ALLAN J. PARKER of the New York Bar 


With certain exceptions discussed below, banks are subject 
to Federal income taxation upon gains and losses from the 
sale or exchange of capital assets in the same manner as other 
corporations. Gains and losses of corporations are taken 
into account in full, but the excess of net long term capital 
gain over net short-term capital loss is taxed on an alternative 
basis at the rate of 25%.’ Capital losses of a corporation may 
not offset ordinary income even to the extent of $1,000 per 
year as allowed for individuals. 

Net capital losses of a bank, as in the case of any other 
corporation, may be carried forward for five years to offset 
net capital gains of succeeding years. Any capital loss in a 
taxable year is first applied against gains that year. The 
excess of capital losses over capital gain in a taxable year is 
then carried over as a short-term capital loss in each of the 
five succeeding taxable years to the extent that such amount 
exceeds the total of any net capital gain of any taxable years 
intervening between the taxable year in which the net capital 
loss arose and such succeeding taxable year. That is, the 
earliest carry-overs are applied before the later ones. 


Capital Gains and Losses Generally 


The application of the generally favorable treatment ac- 
corded to capital gains on the part of a corporation or an in- 
dividual depends upon the establishment of all of the three 
following criteria. 

1. The property must be a capital asset (or a Section 
1231 asset in the case of net long-term capital gain.* 


11L.R.C. Section 1201. Note that for a small corporation with less than $25,000 taxable 
income, the difference between capital gain and ordinary income is small. 

2 1.R.C. Section 1211 (a); I.R.C. Section 1212. It should be noted that the carryover is 
deemed for all purposes to be a short-term capital loss in the year to which carried 
even though the underlying loss may originally have been long term. See generally 
Harnett, Capital Gains and Losses, Practicing Law Institute, p. 9. 

3 Sale or exchange may include an involuntary conversion such as fire, theft, or con- 
demnation. I.R.C. Section 1223(1) (A). 


416 
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2. ‘The transaction must arise out of a sale or exchange.‘ 

8. The capital asset which is the subject of the sale or ex- 
change must have been held by the taxpayer for longer than 
six months in order to qualify for favorable long-term capital 
gain.” 


Capital Assets of Banks—Investment Portfolio 


A capital asset is very broadly defined in Section 1221 of 
the Code as all “property”, with certain specified exclusions :° 


“1. stock in trade, or other property of a kind which would 
properly be included in inventory 

2. property held by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade or business 

8. depreciable property used in trade or business 

real property used in trade or business 

5. copyrights, literary, musical, or artistic property in the 
hands of the creator, and certain other persons 

6. accounts or notes receivable acquired in the ordinary 
course of business, and 

7. certain federal, state and other governmental obligations 
issued on or after March 1, 1941 on a discount basis and 
payable without interest at a fixed date not over a year 
from the date of issue.” 


> 


Most of the assets, other than accounts receivable, owned 
by a bank are capital assets or Section 1231 assets, discussed 
below. 

In general, a bank’s investment portfolio consists of stock 
or bonds which are capital assets in the hands of the bank.’ 
An exception is made where a bank becomes a dealer in securi- 
ties or a specialized class of securities as such property is held 
primarily for sale to customers in the ordinary course of busi- 
ness. 

The requirement in the law that capital gains or losses 
must result from a sale or exchange means that there must be 


4I.R.C. Section 1222. 

5I.R.C. Section 1222(8). Six months means more than six calendar months, not 183 
days. See infra under “Measurement of Holding Period.” 

6 See Harnett, op. cit. supra at p. 14; for an informative general discussion of the problems 
arising on the classification of assets as capital or non-capital in nature, see Surrey, 
Definitional Problems in Capital Gains Taxation, 69 Harvard Law Review, 985 (1956). 
7 Generally, property, particularly real estate acquired on foreclosure by a bank and 
subsequently sold represents a capital asset. although at times it may be a Section 1231 
asset. G.C.M. 24, 910, 1946-1 C.B. 101; G.C.M. 26,690, 1951-1 C.B. 28. 











418 THE BANKING LAW JOURNAL 


a closed transaction. Unrealized appreciation in the value of 
stock or bonds is not reported as income until they are sold, 
and similarly depreciation in value does not become a loss 
until such time. 

Again, this rule does not apply where the bank is a dealer 
and an inventory of securities is employed. 

Even where a write-down in the value of stock is required by 
bank examiners or other authority, no partially worthless 
stock loss may be taken. Where a stock becomes completely 
worthless during the taxable year, however, the cost or other 
basis of the stock is deductible as though it had been sold on 
the last day of the taxable year.® 

As noted below, however, a bank may charge off a debt or a 
security evidencing a debt, such as a debenture, as partially 
worthless. This deduction is peculiar to banks.’ 

In addition special treatment is provided for banks with 
respect to allowing an ordinary loss for worthless bonds, As 
has been noted above, for a corporation, ordinarily a capital 
loss, short-term or long-term, is much less useful as a de- 
duction than is an ordinary loss, which may offset ordinary 
income taxed at a 52% rate rather than simply capital gains, 
if any, at 25% over the next five years. A special rule, applic- 
able only to banks, permits a bank to deduct as an ordinary 
loss its net loss during the taxable year from sales or exchanges 
of bonds, debentures, notes or certificates, or other evidences 
of indebtedness, issued by any corporation (including one is- 
sued by a government or political subdivision thereof), with 
interest coupons or in registered form.” 

Prior to 1942 the law did not permit the amortization of 
a premium paid for bonds purchased. As a result, upon the 
sale, call or maturity the unamortized premium resulted in a 
capital loss where, in effect, by ordinary accounting standards 
the premium should have been charged off over the years 
against interest income. Undoubtedly, the provision of Sec- 
tion 582(c) permitting a bank to deduct bond losses against 
ordinary income and yet to. report gains on a capital gain 


® TRC. Sectio 


8T.RC. Sie = $$ (1). 
10T RC. yy 582. 
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rate basis was due to the absence of any provision permitting 
amortization of bond premium. However, the provision still 
remains in the Code, notwithstanding the fact that banks like 
other taxpayers, are now permitted to amortize bond prem- 
iums.”* 

In order to take full advantage of this provision banks 
obviously should where possible avoid taking large gains and 
losses in bond transactions in the same year.” 


It should be noted, however, that Section 582 does not 
apply to ordinary notes or mortgages which are not in regis- 
tered form or with interest coupons attached. The sale or other 
disposition of these items is subject to capital gain and loss 
provisions, except, of course, to the extent that the sale or 
exchange of a discounted note represents the receipt of or- 
dinary gain.* 

Also, for the purpose of Section 165(1), which limits 
worthless stock losses to capital loss treatment another ex- 
ception is created in favor of banks. Stock in a bank, 80% 
of which is owned by another bank, is not a capital asset, and 
on its worthlessness an ordinary loss results."* 


Bank as Dealer in Securities 


One of the specific items of property which are not capital 


assets is “property of a kind which would properly be included 
in inventory.” 


A banking institution maintaining a regularly established 
bond department for the purchase of securities and their re- 
sale to customers may be held to be a dealer in securities,” and 
such securities in its hands are not capital assets. However, 
a bank which has only infrequent and occasional transactions 


11 See Current Federal Income Taz by Forrest C. Paddock, Auditgram, August 1949 where 
it is stated: “Many banks are holding investment bonds purchased at a premium prior 
to 1942 from which will result a loss measured by the unallowable amortizable premium, 
upon call or maturity. It is important therefore, that Congress retain Section 117(i) (now 
Section 482(c)), at least until these bonds have been disposed of.” 

12 See infra last paragraph under “Section 1231 Assets.” 

13 Section 1282(a) (1). See Federal Income Tazation of Banks—Gross Income, Banking 
Law Journal, February 1957, p. 149, 158. 

147.R.C. Section 582(b). For corporations other than banks; a worthless stock loss 
in an affiliated corporation is an ordinary loss only if 95% of its stock is owned directly 
by the taxpayer and 90% of its income is earned income. I.R.C. Section 165 (g) (8). 

15 ].T. 1429, 1-2 C.B. 30; Harriman National Bank v. Commissioner, 48F.(2d) 950 (2d 
Cir. 1980) ; I.T. 2564, X-1 C.B. 106; Mim. $990, XII-1 C.B. 97; see Denman v. Squire, 111 
F.2d 921 (6th Cir. 1940). 
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in bonds is not a dealer in securities.“ Where a bank qualifies 
as a dealer it may optionally make its tax return on the basis 
of the inventory method. If the inventory method is selected, 
all securities held for resale to customers must be inventoried by 
this method and the method must be employed and consistently 
applied in subsequent years unless permission is obtained 
from the Treasury Department to change. But merely be- 
cause a bank maintains a regularly established bond department 
and uses the inventory method for accounting for its bonds in 
that department, it need not use the inventory method with 
respect to bonds identified as being held for investment pur- 
poses." Such bonds are accounted for in the usual manner 
on an individual basis. This means that no gain or loss is not 
recognized until the bond is sold, redeemed or otherwise dis- 
posed of. 


But where a bank qualifies as a dealer and employs the 
inventory method of accounting for securities, it in effect ap- 
proximates the cost of its inventory on hand at the end of the 
fiscal period, by the so-called last-in-first-out or LIFO 
method,”* first-in-first-out or FIFO,” or any other methods 
permitted by the regulations. Also, the bank may, by keeping 
detailed records, ascertain the actual cost of the bonds in its 
inventory. Banks employing the inventory method may value 
their securities at (a) cost; (b) cost or market, whichever is 
lower.” 


Where a bank values its inventory at the “cost or market, 
whichever is lower” method, losses on securities become deduct- 
ible currently for tax purposes although not realized by a sale 
of the securities involved. Since the value of the bank’s clos- 
ing inventory of securities is reduced, gross income from this 
phase of its business for the period is correspondingly reduced. 
In one case a bank valued its bonds at cost or market, whichever 
was lower. In 1939 certain bonds in its inventory had depre- 
16 Pan American Bank & Trust Co., 5 B.T.A. 889 (1926). 

17 Such bonds or securities must then be clearly identified as held for investment and 
net thereafter held for sale in the regular course of business. I.R.C. Section 1236. 

18 That is, the securities most recently purchased by the bank are deemed to have 
been sold first. In a rising market, this reduces gain. 

19 That is, the securities acquired the longest time prior to the sale are deemed to 


have been sold first. This increases gain on the rising market. 
20 LT. 1429, 1922-2 C.B. p. 30. 
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ciated in value and the inventory had been written down to 
market value. The Bank had other operating losses in this 
year, and thus it obtained no tax benefit from the write-down 
in the inventory. In a later year the bank sold the bonds at 
a gain and claimed that the gain should be excluded from tax- 
able income because it represented a recovery of bad debts, the 
deduction of which had not resulted in a tax benefit in the year 
in which the tax loss was sustained. The court ruled that the 
entire gain was includable in gross income since the inventory 
write-downs were not bad debts within the meaning of the 
Code.” 

Where a bank as a dealer values its inventories at other 
than cost, the inventory must be adjusted with respect to cer- 
tain short-term municipal bonds which are sold during the 
taxable year. 


Foreign Currency 

For banks with a substantial volume of overseas trans- 
actions, foreign currency may be acquired and disposed of in 
the regular course of business. In this event, any gains or 
losses arising out of such transactions in foreign currency are 
ordinary gains or losses. It would seem to follow that if a 
taxpayer receives payments in foreign currency only sporadic- 
ally and not in the regular course of business, the currency will 
receive capital asset treatment.” 


Section 1231 Assets 

Although depreciable property used in a trade or business 
and real property used in the trade or business do not con- 
stitute capital assets, they do fall within the definition of 
“Section 1231 Assets”, and as such, the tax treatment upon 
their sale or exchange is even more favorable for taxpayers 
than the treatment of capital assets. Gains on the disposition 
of Section 1231 assets held more than 6 months are taxable as 
capital gains, while losses are deductible in full as ordinary 
losses.”* 


21 Union Trust Company v. United Seaton, 1738 F.2d 54 (7th Cir. 1949), cert. denied, 
887 U.S. 940. See IL.R.C. Section 11 

22 Harnett, Capital Gains and hey ‘op. cit. supra at p. 35. 

23 To this extent, it should be noted that Section 1231 assets and bonds and other 
securities in the hands of a bank are treated similarly—gains are capital gains, but 
losses are ordinary losses, deductible in full. 
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Section 1281 assets, in common with capital assets as de- 
fined in the Code, exclude inventory or property held by the 
taxpayer primarily for sale to customers in the ordinary course 
of business™* together with copyrights and similar property— 
which property seldom is sold by banks. 


Examples of a bank’s Section 1231 assets would include 
its bank building, office equipment and machinery, trucks or 
fixtures.”* They do not include accounts receivable, claims for 
fees or commissions, a clearing house membership or a covenant 
not to compete. These are not depreciable property used in a 
trade or business. Property used in the trade or business means 
held for use, including rental, even though its actual use was 
thwarted by circumstances beyond the taxpayer’s control.” 


Because only net gains from the sale or exchange of Sec- 
tion 1231 assets are subject to capital gain treatment, it is 
ordinarily to the advantage of a bank to time the sales of Sec- 
tion 1281 assets so that an ordinary loss is not used to offset 
a capital gain. If possible, gain and loss transactions should 
be timed for different years. Thus in 1957 an asset should 
be sold at, say, a gain of $6,000, which is taxed at a maximum 
of 25% on the alternative basis, or $1,500. A loss of $6,000 
on another Section 1281 asset should be incurred in 1958 so 
that this $6,000 deduction will offset ordinary income, with 
the resultant tax saving at a 52% rate of $8,120. If the two 
transactions took place in the same year, of 1957, the loss 
would simply offset the gain with a tax saving of only $1,500 
as noted above. 


241. R.C. Section 1281 (b) (1). 

25 In connection with depreciation deductions, it es happens that banks ignore 
the salvage value of office machines, furniture, and similar equipment in setting up 
depreciation schedules. This means that the property is fully depreciated down to a 
zero basis, even though, in fact, there may be : more negligible salvage value. When 
the property is eventually sold for salvage, of course the amount received is includable 
in gross income, but as long-term capital gain under Section 1231. Thus an ordinary 
income deduction for depreciation is translated into a long-term capital gain recovery— 
a result which the Internal Revenue Service is attempting to combat primarily by insist- 
ing that salvage value may not be ignored in taking the original depreciation deduction, 
but that some = teneadie estimate must be made of the salv: value for the purpose 
of reducing the depreciation allowable. See Federal Income Taxation of Banks—De- 
preciation, 74 Banking Law Journal 58 (1956). 

26 Alamo Broadcasting Co., 15 T.C. 584 (1950) (radio broadcasting equipment never 
put into service because of wartime restrictions and yo ¢ Property acquired for 
use in the trade or business does not lose its character as such merely because it ceases 
to be actively used. Graves Bros. Co., 17 Mra 1499 (1951). 
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Sale or Exchange 


The second requirement for favorable capital gain treat- 
ment is that the transaction must be a “sale or exchange.” 
Neither of these terms is defined in the Code or the Regulations, 
but a sale has been defined by the courts as “a transfer of prop- 
erty for a fixed price in money or its equivalent.” Besides the 
usual meaning of the term, the Code has added certain other 
transactions to the concept of “sale or exchange”, such as 
distributions by a corporation out of other than earnings and 
profits to a stockholder who has recovered the basis of his 
stock.” Similarly, by specific legislation the withdrawal of 
any participating interest by a participant in a common trust 
fund maintained by a bank is treated as a sale or exchange of 
such interest by the participant.” Again worthless securities 
losses are considered losses arising from a sale or exchange.” 


Involuntary Sales 


Sales or exchanges need not always be voluntary. In- 
voluntary conversion occurs where property is destroyed, in 
whole or in part, as by fire, flood or other casualty, or is stolen, 
seized or condemned. A sale as a result of the threat of im- 
minent condemnation similarly qualifies as an involuntary 
conversion. To the extent that gain or loss is recognized at all 
(under the provisions of I.R.C. Section 1033) the gain or 
loss on such a transaction is considered to arise from a sale or 
exchange. The gain is measured by the difference between the 
cost or other adjusted basis of the property, and the net 
amount received by reason of insurance payments or the con- 
demnation award. 


Foreclosure of mortgages may also result in an involuntary 
sale or exchange. This subject will be discussed in greater 
detail in a subsequent article. 


Payment of a Note is Not a Sale or Exchange 


In general the receipt of money in satisfaction of an obli- 


27 Hale v. Helvering, 85 F.2d 819 (D.C. Cir., 1986). A sale o or exchange may provide 
for installment payments or contingent payments. Rev. Ruling 56-153, 1956-1 CB. 166. 
28 T.R.C. Section $01 (c). 
291.R.C. Section 584(e). 
80 But see supra with respect to the special rules applicable to the net bond losses of banks. 
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gation to pay money does not give rise to a sale or exchange. 
The obligation is paid or satisfied, but not “sold”. This holds 
true whether the obligation is a note,” a mortgage,” a land 
contract, an account receivable“ or a judgment.* 


Discount Bonds 


Ordinarily, the repayment of a bond, is not an amount 
realized on a sale or exchange. Section 1232 of the 1954 
Code, however, provides that amounts received by the holder 
on retirement of bonds, debentures, notes, or certificates or 
other evidences of indebtedness of a corporation or govern- 
ment or political subdivision thereof, shall be considered as 
amounts received in exchange therefor. This section is intend- 
ed, at least in part, to equate for tax purposes the results of 
selling a bond prior to its maturity (clearly a sale) or waiting 
for its redemption.” 

Retirement of a bond or other security, of course, need 
not be the result of a lump sum payment, but may take place 
by means of a series of payments. After the taxpayer’s basis 
has been recovered, these payments in retirement of the bond 
are also capital gain.” 


However, where a bond or other evidence of indebtedness 
is issued after 1954, the original issue discount, to the extent 
that in fact it represents interest to the holder (as determined 
in the Section) will be taxed as ordinary income.” 


The portion of the discount taxed as ordinary income is 
determined by calculating first the original issue discount. 
This is the difference between the issue price and the stated 
redemption price at maturity. The amount of ordinary in- 
come realized is measured by multiplying such discount by the 
ratio of the number of complete months that the bond or 
other evidence of indebtedness was held by the taxpayer bears 


31 .T. $121, 1937-1 C.B. p. 138. 
32 Hale v. Helvering, 85 F.2d 819 (D.C. Cir., 1936). 
33 Arthur E. Wood, 25 T.C. 468 (1955). 
84 Don O. Scott, 26 T.C. No. 108 (1956). 
35 Ogilvie v. Commissioner, 216 F.2d 748 (6th Cir., 1954). 
36 See Checks & Notes for the Bank Tax Man, 78 Banking Law oma 941 (1956), for a 
discussion of the relationship between Section 1232 and Section 5 82(c). 
37 Estate of Hamilton C. Rickaby, 27 T.C. No. 109 (1957); Edith K. *Timben, 6 T.C. 483 
(1946) (acq.) . 
88 See IR. RC. Section 1232 (a) (2). 
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to the number of complete months from the date of original 
issue to the date of maturity.” 


The following example“ is taken from the Committee Re- 
ports of the 1954 Code. 


“* (1) An individual purchases a 10 year bond with coupon 
interest at 3 percent from an investment bank at a price of 90 on 
February 1, 1955. The redemption price is 100. It is sold 
[February 20, 1960]. 

‘ (a) Assume that it is sold at 94. In this case the 
bond has been held for 60 months of its life of 120. The fraction 
60 over 120 multiplied by the discount of 10 yields 5. Any 
part of the gain up to 5 would be taxed as ordinary income, 
and, therefore, in this case the entire gain of 4 is taxable as 
ordinary income. 

‘ (b) Assume that it is resold at 97. In this case 
only 5 of the gain is ordinary income and balance of 2 is capital 
gain. 

‘ (c) Assume that it is resold at 80. In this case the 
seller realizes a capital loss of 10. 

‘ (2) If the same bond is purchased at 80 on February 1, 
1960, by a second holder who keeps it to redemption at 100, he 
also will have held it 60 months so he will on redemption have 
$5 of ordinary income and $15 of capital gain.’” 


Holding Period More Than Six Months 


Any transaction which is deemed to arise out of the “‘sale or 
exchange of a capital asset” results in the realization of 
capital gain. However, this capital gain may be either short- 
term or long-term depending on whether the asset sold has 
been held for more than six months.“ Although there is rela- 
tively little practical difference between a bank’s treatment of 
long-term and short-term losses, any net long-term gain is 
taxed at an alternative rate of only 25%. 


Measurement of Holding Period 
Since the dividing line between short-term and long-term 


39 T R.C. Section 12382 (a) (2) (A). 
40 See H. Rep. 1887, 88 Cong. Second Sess. A.276 (1954). 


41 The purpose of the six-month holding period is to attempt to distinguish between 
the gains of speculators and investors. See Surrey, Definitional Problems in Capital 
Gains Taxation, 69 Harvard Law Review, 985 (1956) . 
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gains and losses have been more or less arbitrarily established 
at six months, it is necessary in each case to determine whether 
the property was held for the requisite period. 


Ordinarily a bank’s holding period commences when it 
acquires title to the property or all substantial rights of owner- 
ship—a question of intent to be determined under all the facts 
and circumstances.“ 


The period during which a taxpayer holds an option to ac- 
quire property, cannot be considered in determining his holding 
period of the property itself.“* However, if the option, as dis- 
tinguished from the property, has been held for more than six 
months, the option may itself be the subject of a long-term 
capital gain transaction.“ Similarly, an escrow agreement 
which provides that a sale or transfer does not take place until 
all the conditions of the escrow are complied with, does not 
terminate the taxpayer’s holding period until the escrow is satis- 
fied.“ 


On securities bought and sold on a regular stock exchange, 
the “date of trade” or “contract date” is used in figuring the 
holding period, regardless of the intervention of Saturdays, 
Sundays or holidays between such date and the “date of Settle- 


ment’’.*® 


In the case of property purchased for cash outside of an 
exchange, the length of time is determined by excluding the 
day on which it was acquired and including the day on which it 
was disposed of.“ 


In determining the period for which the taxpayer has held 
stock or securities acquired from a corporation by the exercise 
of rights to acquire such stock or securities, there is included 
only the period beginning with the date on which the right to 
acquire was exercised.“ 


42 McFeely v. Commissioner, 296 US. 102 (1986). 

43 F. T. Weir, 10 T.C. 996 (1948) aff'd. 178 F.2d 222 (Srd Cir. 1949). 

44 Gain or loss attributable to the sale or exchange of an option, or loss on the failure 
to exercise an option is a capital gain or loss if the underlying asset is or would be a 
capital asset. An option which expires is deemed to have been sold on the day of 
expiration. I.R.C. Sec. 1234. 

45 See generally Rosenberg, Escrows and Holding Periods, 23 Taxes 877 (1945). As to 
options, see Petroleum Exploration Co. v. Commissioner, 198 F.2d 59 (4th Cir., 1951). 
46 1.T. 3705, 1945-1 C.B. p. 174. 

47 LT. 3287, 1989-1 C.B. p. 138. 

481. R.C. Section 1223 (6). 
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The holding period of a building starts when construction 
begins. In one case, where a building was sold before it was 
completed, that portion of the gain which was properly alloc- 
able to the part of the building which was erected more than 
six months before the sale was accorded long-term capital gain 
treatment, while the balance of the gain was short-term.” 


A taxpayer’s holding period again generally ends with the 
passing title out of his hand, even though payment is delayed.” 


The determination of the holding is made with reference 
to calendar months and fractions thereof, rather than reference 
to days.” 


Generally, the holding period of stocks or securities may 
be identified, by certificate numbers or otherwise, as having 
been purchased at various times and at different prices. How- 
ever, where stocks or securities are sold under circumstances 
where specific certificates cannot be identified, the “‘first-in-first- 
out” rule prevails; that is the securities which were first pur- 
chased are deemed to have been sold first.” In general, in a 
rising market, the older securities will tend to have a lower 
cost basis, but gain on their sale is more likely to be long-term 


capital gain. 


Short Sales 


For the purpose of preventing the transformance of a 
short-term into long-term capital gain by use of the short- 
sale device, a special section of the Code provides that a short- 
sale is not completed until the stock to cover the short sale is 
delivered; and whether the gain or loss is short or long term 
turns on whether the stock delivered was held for more than 
six months before the short sale was entered into. For ex- 
ample, suppose on July 1, 1957, taxpayer buys 1,000 shares of 
stock for $1,000; on September 1, 1957 he sells short 1,000 
shares of stock in the same company for $1,500. Thus he has 


49 Paul v. Commissioner, 206 F.2d 768 (Srd Cir., 1953). 
50 William A. Cluff, 17 T.C. 225 (1951). 


e a number of specific rules are set forth, together with examples in I.T. $985, 1949-2 
. p. 51. 


52 Reg. 118, § 89.22 (a)-8. 
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effectively taken himself out of the risks of the market after 
holding the stock only two months. On March 1, 1958, he 
delivers the stock he contracted to sell under the short sale, 
using the stock which he purchased July 1, 1957. Despite 
the fact that he identifies the shares he delivered as held more 
than six months, he is taxed on the basis of a short-term capital 
gain.” The short-sale provisions are limited to stock and 
securities and commodity futures which are capital assets in the 
hands of a taxpayer.™ 


A Holding Period May Be Carried Over 


There are a number of transactions where, although there 
may be a sale or exchange, Congress has determined that es- 
sentially the taxpayer’s economic status has not sufficiently 
changed to warrant the imposition of a tax on the gain arising 
out of the transaction at that time. For example, where com- 
mon stock in a corporation is exchanged for a different issue 
of common stock in the same corporation, no gain or loss is 
recognized.” 

In cases of non-recognition of this sort, the basis for the 
property received on the exchange as to which no gain is 
recognized is, upon any subsequent taxable sale or exchange, 
the basis of the original properties held. 

Similarly, the holding period of such new property received 
on the tax-free exchange is determined by including the hold- 
ing period of the original property if at the time of the ex- 
change (after March 1, 1954) the property exchanged was a 
capital asset or a 1231 asset.” 


Wash Sales 


The provisions of the Code prevent the deduction of losses 
on sales of stocks or securities that were replaced by “sub- 
stantially identical” stock or securities within a period beginning 
30 days before the date of such sale or disposition and ending 
30 days after such date.” This law rests on a determination 
88 I.R.C. Section 1288 (b) (1). 

541. R.C. Section 1283 (c) (2). 
55 T.R.C. Section 1086(a). 


561 R.C. Section 1228(1). 
57 I.R.C. Section 1091(a); Reg. Sec. 1.1091-1(a). This prohibition covers a contract 
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by Congress that, although there is a loss in form, as a matter of 
economic fact, there is none if the stock is practically simul- 
taneously reacquired. 


It should be noted that the law applies only to the disal- 
lowance of losses not gains. If the loss is disallowed be- 
cause of the provisions of this Section, the basis of the stock 
reacquired is the basis of the stock or securities so sold, in- 
creased or decreased, as the case may be, by the difference, if 
any, between the price at which the property was acquired 
and the price at which such substantially identical stock or 
securities™ were sold.” 


Thus, the loss on the sale is not eliminated for all time, 
but only postponed until such time as it is actually incurred 
by a sale not immediately preceded or followed by the reacquisi- 
tion of substantially identical stock. Similarly, the holding 
period of the stock reacquired includes the period for which the 
taxpayer held the stock or securities, the loss from the sale or 
other disposition of which was not deductible.” 


or option so to acquire such substantially identical stock or securities. However, it 
does not apply to a corporation which is a dealer in stocks or securities, if the sale 
or other disposition is made in the ordinary course of its business as such dealer. Reg. 
Sec. 1.1091-1. 

58 Thus, on occasion, particularly where a 5-year capital loss carry-forward is likely 
to expire, a bank may find it advantageous to sell portfolio securities at a gain and re- 
purchase them within 80 days. No tax is payable on the gain because of the off-setting 
loss carry-forward; the wash sale provisions do not apply and the newly acquired securi- 
ties have a stepped-up basis (and a new holding period) at no tax cost. 

59 The question of when stock or securities repurchased are substantially identical with 
the stock or securities sold, of course, depends upon the individual facts concerning each 
issue of stocks or bonds. The courts look to the rate of interest, the difference in 
maturity, the difference in security, and date of issue. 


60 I. R.C. Section 1091 (b). 
6817. R.C. Section 1220(4). 
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Affecting the Income Taxation of Banks 





Tax Lien—Set-Off 


A recent case from the Federal District Court of Nevada 
illustrates the importance of checking tax records wherever 
possible in the course of considering new loans, secured or 
unsecured. A bank made an unsecured demand loan to a 
depositor in April 1955, the note containing the usual pro- 
visions for acceleration in the event the maker or endorser of 
the note became insolvent or if any deposit account of the 
maker were attached. In November 1954 federal withholding 
and F.I.C.A. taxes were assessed against the borrower. Such 
assessments, under I.R.C. Sec. 6821, constitute a lien on all 
property and rights to property owned by the taxpayer. 

In June 1955 the Internal Revenue Service served the 
bank with a Notice of Levy covering this assessment and de- 
manded the outstanding balance in the taxpayer’s account. 
The bank sought to set-off against its deposit liability to the 
taxpayer the amount of the outstanding demand note. 

The Court held for the Government: The Federal tax 
liens upon all property and rights to property belonging to 
the taxpayer arose prior to the loan of April 1955 and prior 
to any right of set-off on the part of the bank, if such right 
existed. A contrary result might have been reached had the 
lien arisen after the making of the loan, where the loan provided 
for automatic acceleration on the attachment of a lien to the 
taxpayer’s property, on the ground that the Government’s 
rights to the bank account could not exceed those of the tax- 
payer, but this was not here the case. United States v. Win- 
nett, 165 F.2d 149 (9th Cir., 1947). A Nevada statute per- 
mitting garnishees to set-off demands and credits against the 
principal debtor could not give superiority to the bank’s claimed 
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right of set-off over pre-existing Federal liens. United States 
v. Bank of Nevada, P. H. Federal Tax Service 1957, Par. 
72642 (D. Nevada 1957). 


The Government’s lien had been filed in the County Re- 
corder’s office. The absence of filing, however, would not have 
changed this result, since no security had been required in 
connection with the loan. A search of the record, neverthe- 
less, might have disclosed to the bank the existence of the 
unsatisfied tax liability, and presumably the loan would not 
have been made. Where the Government has not filed notice 
of its lien, a secured creditor (i.e., a mortgagee or pledgee 
for value) is protected. On unsecured loans, however, the 
lien of the Government arising out of prior unpaid federal 
taxes remains as one of the inevitable risks of granting credit. 
However, in view of the fact that the case seems squarely in 
conflict with United States v. Bank of United States, 5 F.Supp. 
942 (S.D.N.Y. 1934) (not mentioned by the instant case), 
its subsequent history on appeal, if any, will bear close watching. 


Tax Liens and Levies—Securities 


As noted above, the lien of the Government for unpaid 
taxes assessed against a taxpayer extends to all property and 
rights to property belonging to the taxpayer in default in 
payment of federal taxes. Originally no exceptions existed 
to this rule. One by one, however, as particular cases called 
attention to hardships caused by this arbitrary priority of 
the Government, exceptions were made until there are now 
four classes who are protected in their dealings with the de- 
faulting taxpayer, I.R.C. Sec. 6323. A mortgagee, pledgee, 
judgment creditor or purchaser for value is protected from the 
Government’s lien with respect to the property purchased, 
pledged, and so forth, unless the Commissioner has filed notice 
of the assessment in the local registry. 


In addition, to promote the free negotiability of securities, 
whether or not notice has been filed, the lien is not valid with 
respect to a security against any mortgagee, pledgee or pur- 
chaser of such security for an adequate and full consideration 
in money or money’s worth if at the time of such mortgage 
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or similar transaction the purchaser is without notice or knowl- 
edge of such lien. I.R.C. Sec. 6828(c) (1). 


This additional protection gives rise to the question of what 
constitutes a security. The statute defines it as any bond, 
debenture, note or certificate or other evidence of indebtedness 
issued by any corporation with interest coupons or in registered 
form. It must be an instrument possessing the qualities of 
free negotiation. 


In Iron and Glass Dollar Savings Bank v. Siesal Construc- 
tion Co., 1957 P.H. Fed. Tax Svce. Par. 72, 641 (Common 
Pleas Allegheny Co. Pa. 1957) it was held that an invoice 
received by a sub-contractor embodying an account receivable 
by him against the principal corporate contractor on a con- 
struction project, was not a security within the meaning of 
the above sections of the Code. Accordingly, the bank which 
accepted a pledge of the invoice as security for a loan was 
not protected, despite the fact that it had no actual notice or 
knowledge of the existence of such recorded lien. Accordingly, 
the Government prevailed on interpleader. 


Compromise of Liability Claim 


From time to time a bank conducting an extensive trust 
business will be subjected to charges that it has mismanaged 
trust funds under its control. Not infrequently, although 
recognizing that the suit is without merit, the bank will desire to 
avoid possible adverse publicity by settling such a suit out of 
court. It is now well settled that such settlement payments are 
deductible as ordinary business expenses or as a loss in the year 
in which paid or accrued, depending on the bank’s method of 
accounting. Federation Bank & Trust Co., 27 'T.C. No. 117 
(1957). 


State Tax Briefs—Recent Developments in State Legislation 
(Taken from the C.C.H. State Tax Review) 


' Attention should be called to two recent laws following 
a general trend of encouraging interstate banking transactions 
in a limited field. In Idaho it is now provided that foreign 
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corporations, or corporations organized under Federal laws, 
are not doing business in Idaho for tax purposes when the only 
business they transact consists of obtaining, holding and re- 
ceiving income from obligations secured by a mortgage on 
property located within the State obtained through and serv- 
iced by corporations qualified to transact business in Idaho. 


In Tennessee foreign banks, trust companies and other 
corporations serving as trustees of pension and profit-sharing 
trusts and other trusts and certain charitable or educational 
corporations may acquire Tennessee mortgages from Ten- 
nessee banks and mortgage companies when such loans are 
insured and guaranteed in whole or in part by the Federal 
Housing Administration or the Veterans Administration, or 
any similar agency of the Federal Government without doing 
business in the State. 


INDIANA OUTLAWS BANK HOLDING COMPANIES 


It has been reported that the State of Indiana has enacted a 
statute making the formation or expansion of bank holding com- 
panies in the state illegal. The new law will not affect several 
existing small bank holding companies in the state except to pre- 
vent them from expanding. It does, however, prohibit any com- 


pany from acquiring more than 5% of the voting shares or all the 


assets of a bank. Passage of this new law will prevent the Federal 


Reserve Board from approving the formation of a bank holding 
company in the state because under the federal Bank Holding 
Company Act of 1956 the Board must follow state laws. 














COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Koz, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 





Although most cases con- 
cerning secured credit 
transactions seem to deal 
with automobiles, tele- 
vision sets or condition- 
ally sold restaurant equip- 
ment, there are also a good 
number of cases touching on 
Subjects such as cows, trac= 
tors and corn pickers, items 
of immediate and continuous 
concern to a very large 
cross section of credit 
officers in our rural 
communities. A few opinions 
and decisions on these 
matters have appeared re- 
cently. 


RECORDING—DESCRIPTION 


In Maryland the Attorney 
General of the state has 
pointed out that the clerk 
of a court is not required to 
record uw memorandum of a 
conditional sale agreement 
describing the goods in- 
tended to be covered only as 
"tractors, combines, corn 
pickers and additions, re- 
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placements and substitu- 
tions." The Attorney-Gen- 
eral stated that such a des=- 
cription was so inadequate 
as to be no description at 
all and that to have been 
valid the memorandum should 
have included serial nun- 
bers and other information 
sufficient to enable anyone 
looking at the record to 
identify the items con- 
cerned without searching 
elsewhere. Opinion of Attor- 
ney General of Maryland, No. 
143, December 21, 1956. 


DEFICIENCY JUDGMENT 


Although the situation in 
this case is not by any means 
peculiar to agricultural 
communities, it does illus- 
trate a problem which often 
occurs in rural areas. A 
mortgagee released to the 
mortgagor, mortgaged cows 
which it had seized ina suit 
to enforce the note against 
the mortgagor. At the time, 
an agreement was made speci- 
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fying that the mortgagee 
would be entitled to a de=- 
ficiency if the proceeds 
from the sale of the cows was 
not sufficient to pay the 
balance due on the note. 
After the sale the mortgagor 
refused to pay the defici- 
ency and the mortgagee 
brought suit. The court 
ruled that the mortgagee was 
not entitled to a deficiency 
judgment because under 
state law where a mortgagee 
provokes a public or private 
sale of mortgaged property, 
he must have the property 
appraised if he is to pre=- 
serve his rights to a de- 
ficiency judgment. David In- 
vestment Company, Inc. Ve 
Wright, Louisiana Court of 
Appeal, June 29, 1956. 


COMMINGLING MORTGAGED 
GOODS 


In Wisconsin a decision 
has been handed down indi- 
cating that as a general 
principal a mortgagee has 
no right to recover mort=- 
gaged property from some one 
who buys the property from 
the mortgagor without 
notice of the mortgage. In 
this case the mortgagee's 
own action in permitting the 
mortgagor to commingle a 
tractor with the mort- 
gagor's other stock in trade 
without any indication that 
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the tractor was mortgaged 
and the fact that the mort- 
gagee accepted a payment on 
the defaulted mortgage note 
after sale from the mortga- 
gor to the purchaser, con- 
stituted a waiver of the 
mortgagee's right to re- 
cover the tractor. The mort= 
gage had not been recorded 
in the county where it was 
executed as required by 
state law and even though a 
person associated with the 
purchaser from the mortga- 
gor knew of the mortgage, 
the association was not such 
that this knowledge was im- 
puted to the purchaser. The 
Bank of Ashippun v. Ellis, 
Supreme Court of Wisconsin, 
January 7, 1957. 


RETENTION OF TITLE 
AGREEMENT 


Another mortgagee, this 
time in Utah, has found that 
it was not possible to re- 
cover mortgaged property 
where the equities of the 
Situation were not in his 
favor. Evidently the mort- 
gagee had taken a mortgage 
on some 8000 chickens with 
knowledge that there was an 
agreement between the mort- 
gagor and the person from 
whom the mortgagor had pur- 
chased his farm and the 
chickens which required 
that the mortgagor maintain 











436 THE BANKING 


the chickens until the sel- 
ler had been paid in full. 
The agreement itself did not 
set forth that title to the 
chickens was to remain in 
the seller until he received 
payment but the court con- 
strued it as a retention of 
title contract. Since the 
mortgagee knew of the agree=- 
ment, he had _ sufficient 
notice that the seller hada 
claim on the chickens prior 
to the mortgage lien. Shep- 
herd v. Holbrook, Utah Su- 
preme Court, December 17, 
1956. 


ACTION OF MORTGAGEE'S 
FIELD AGENT 


One last farm case illus- 
trate a point which serves 
as a warning to institution- 
al mortgagees that the acts 
of their agents are binding 
on them and that consequent= 
ly such agents should be 
made aware of the signifi- 
cance of their astivities in 
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relation to mortgagors with 
whom they deal. In this case 
a mortgagor sold mortgaged 
cows without first giving 
written notice of the in- 
tended sale to the mortgagee 
as required by statute. When 
criminal proceedings were 
brought against the mortga=- 
gor for violating the 
Statute he was convicted but 
obtained a new trial on the 
ground that he was justified 
in not giving the mortgagee 
written notice of the sale 
because the mortgagee's 
field agent had orally 
agreed that the sale might 
be made. The criminal 
statute required that the 
mortgagor have an intent to 
sell mortgaged property 
without the mortgagee's 
knowledge before there was 
a violation. Clearly there 
was no such intent where the 
mortgagee, through its 
field agent, had consented 
to the sale. The People of 
the State of California v. 
Farmer, Supreme Court of 
California, December l, 
1956. 
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BANKING LEGISLATIVE 


TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


ARIZONA: Governor McFarland signed into Arizona law a legisla- 
tive bill increasing from $1,000 to $1,500 the amount that can be loaned 
by installment lenders provided the maximum interest is 6 per cent. 

Also signed by the governor was a measure exempting banks covered 
by federal insurance from liability exceeding the amount of their stock. 


COLORADO: After amending the measure to increase a new state 
banking board from five to nine members and specify that four members 
be from occupations other than banking, the Colorado House of Repre- 
sentatives passed and sent to the State Senate a 102-page bill setting 
up a new state banking code. 

Sponsors said there is very little that is new in the bill except for 
creation of the new board with broad powers and abolition of the present 
state bank appeal board composed of the governor, state treasurer and 
attorney general. 

A statement issued by the legislative committee of the Colorado 
Bankers Association outlined the objectives of the bill as to: 

Modernize basic existing statutes in recognition of new principles and 
methods of banking; attempt insofar as practical to coordinate state 
banking statutes with the national banking act; and codify in an inte- 
grated statute the retained portions of the present banking laws, together 
with new statute material. 

It was explained that the code does not replace or remove the 
present state bank commissioner or his office or employes. It does not 
change any present state law regulating industrial banks, small loan 
companies or savings and loan association and laws concerning chain 
banks, sponsors said. 

In abolishing the present state bank appeal board, which functions 
largely to decide issuance of charters to new banks in cases appealed 
from decisions of the state bank commissioner, the bill provides that 
any person with a grievance would have recourse to the Colorado 
District Court. 

New sections of the code were listed as including the following: 

1—No bank is permitted to pay interest on demand deposits, a 
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restriction now applying to member banks of the federal reserve system 
and federal deposit insurance corporation. 

2—A bank may select for payment checks which in the aggregate 
exceed the balance on deposit. This clarifies existing law. 

$—Banks may receive deposits from schools caring for minors. 

4—Banks need not pay stale checks (over 6 months) without approval 
of a depositor. 

5—A time limit of 90 days is fixed on stop payment orders. 

6—A time limit of one year is fixed for a depositor to object to the 
statement of his account. 

7—A depositor must notify his bank of a forgery of his signature or 
of a raised or altered check within 90 days. 

8—Where monies or deposit are claimed by some third person not a 
depositor the bank is free from liability in paying its depositor unless the 
claimant provides security. 

A bill introduced in the Colorado legislature with the backing of 
the Colorado Consumer Finance Association would regulate the install- 
ment selling of automobiles. 

Listed as House Bill 161, by Representatives John D. Vanderhoof 
of Glenwood and John G. Mackie of Longmont, both Republicans, the 
measure would prevent dealers and finance companies from charging 
an annual rate of more than $9 per $100 a year on new vehicles; $12 per 
$100 on cars not more than two years old; $15 per $100 on models not 
more than four years old and $18 per $100 on older vehicles. 

In explaining the reasons for support of the bill by the Consumer 
Finance Association, Hal Hancock, its president, said: 

“Colorado has had a sales finance act regulating the sales of motor 
vehicles, trailers and semi-trailers since 1951 but the law has no rate 
section. 

“Our association, which had helped to stabilize the small loan industry 
with legislation in 1955, responded to the requests of some of the legisla- 
tors this year by offering House Bill 161, after holding industry-wide 
conferences and agreeing on reasonable maximum rates.” 

Hancock also made public a supporting statement from W. Dan 
Bell, manager of the Denver Better Business Bureau, who said: 

“One of the greatest sources of complaint from the public in Colorado 
to the BBB is ‘gouging’ or exhorbitant finance charges imposed upon 
buyers of automobiles. 

“Some complaints reveal finance charges as high as 300 per cent. 

“The BBB cannot stress too strongly the seriousness of this problem 
and wishes to go on record as being in favor of the principles of control 
of finance charges as expressed in H.B. 161.” 

Also listed in support of the bill were Franklin A. Thayer, secretary 
and general counsel of the Denver Legal Aid Society, and State Bank 
Commissioner Frank Goldy. 
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Opposing the measure was a group of Denver finance companies and 
auto dealers not affiliated with the sponsoring group. Leading the op- 
position was Earl Kramer, operator of a Denver finance firm, who 
charged the bill was a “special interest” measure intended to drive small 
companies out of the automobile financing field. 

In another development, a bill to outlaw the business of debt adjust- 
ment, also known as credit counselling and debt pooling, was favorably 
reported to the Colorado Senate by its business affairs committee. 


CONNECTICUT: Legislation is being sought by the Connecticut 
State Banking Department to give it blanket authority to “investigate 
and examine” the books of all sales finance companies in the state, 
except those operated by automobile dealers themselves. The latter 
come under supervision of the State Motor Vehicles Department. 

State Bank Commissioner Henry Pierce told the state legislative 
banks committee his department now cannot look into the records of 
any finance company unless someone makes a written complaint, and 
that even then it must limit its probe to the account covered by the 
complaint. 

Pierce’s request for favorable action on a department bill to provide 
blanket investigative authority was supported by spokesmen for the 
State Motor Vehicles Department and the State Insurance Depart- 
ment. Former State Senator Jack Stock also backed the bill. 

Speaking in opposition at the committee hearing were representatives 
of finance companies. Lester Gauvain, representing General Motors 
Acceptance Corp., said the grant of authority should be limited “to any 
formal complaint of reasonable doubt. There should not be a promis- 
cuous grant.” 

Former State Rep. Norman Parsells of Fairfield, speaking for the 
Connecticut Association of Sales Finance Companies, opposed the pro- 
posed blanket grant on the grounds that the investigation should follow 
a written complaint of “reasonable cause.” 

Daniel C. Flynn, a West Hartford attorney representing the Univer- 
sal C.1.T. Credit Corp., also urged that the “reasonable cause” phrase 
be inserted. 

A bill sponsored by finance companies to increase the financing 
charges allowed on used automobiles was opposed by Commissioner 
Pierce. 

This measure would not disturb the $7 annual rate per $100 for new 
cars, but would increase from $9 to $10 the rate for cars less than two 
years old, and from $12 to $15 the rate for cars more than two years old. 

Speaking for the bill, Carl R. Lane of the Connecticut Automotive 
Trades Association said that money was difficult to obtain and the bill 
would be “in the public interest.” 
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FLORIDA: Plans to introduce in the Florida legislature, convening 
in April, a bill to require banks to turn unclaimed deposits over to the 
state were announced by Rep. L. B. Vocelle of Vero Beach, who claimed 
it would produce about $50,000,000 in additional state revenue in the 
next two years. 

He said the bill would require all banks to report to the state comp- 
troller each year the amount of unclaimed funds and at the lapse of 
seven years, any accounts still unclaimed would automatically, upon 
proper advertising, escheat to the state. 


IDAHO: Governor Smylie vetoed an Idaho legislative bill which 
would have provided for appeal from decisions of the state commissioner 
of finance where applications for new bank charters were concerned. 

The governor said the bill was unwise because it would put on some 
state officials the necessity of making decisions in which they were not 
technically versed. 

The bill would have made the governor, state attorney general, 
secretary of state, treasurer and superintendent of public instruction an 
appeals board to which refused bank charter applications could be 
taken. Smylie pointed out that appeals to the courts can be taken by 
anyone who feels he has been aggrieved by the state finance commis- 
sioner. 

A bill passed by the Idaho Senate would increase the minimum 
serving charge for loans from $1 to $2.50. 

In another development, the Idaho House of Representatives killed 
a bill that would have repealed the mandatory summer closing of banks 
on Saturdays and permitted the institutions to stay open or closed 
as they wished. 


ILLINOIS: A bill to raise from $500 to $800 the maximum that can 
be borrowed from small loan companies was introduced in the Illinois 
House of Representatives by eight sponsors, who said that 23 states 
now permit small loans exceeding $500. 


INDIANA: A bill passed by the Indiana Senate and sent to the 
House would permit banks in cities of 17,500 population to open branches. 

Senator Warren W. Martin, Jr., Clarksville Democrat, said he intro- 
duced the measure to cover Jeffersonville but that other cities would 
be affected. Under present Indiana law, only cities of 20,000 or more 
may have branch banks. 

Also passed by the State Senate and sent to the House was a bill 
aimed at outlawing all budget planning companies. 


IOWA: A bill introduced in the Iowa House of Representatives 
would increase the limit on small loans from $300 to $600 and fix the 
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maximum interest rate at 1!4. per cent a month on the unpaid balance 
over $300. The measure was listed as H.F. 322, by Milroy and others. 

The maximum rate under present Iowa law is 8 per cent per month 
for the first $150 and 2'4 per cent from $150 to $300. 

In another development, a bill providing for an insurance agents’ 
qualification law, which the Iowa Association of Insurance Agents has 
been seeking for 20 years, was passed by the Iowa Senate and returned 
to the House for concurrence in minor amendments before going to the 
governor for signature. 

The bill requires first time applicants for licenses, after April 1, 1958, 
to furnish proof of character and competency, and pay a $5 fee. There- 
after, only the $2 annual renewal license fee now paid by about 15,000 
Iowa agents will be required. 

The measure does not affect Iowa insurance agents now licensed. It 
does not prohibit bankers, many of whom write life insurance on new 


cars when they are sold, or any other person from writing insurance as 
a part-time occupation. 


MAINE: Bills introduced in the Maine legislature include a pro- 
posal to limit the interest rate charged by small loan agencies to 14 
per cent a month on the unpaid balance. 


MASSACHUSETTS: A bill to regulate automobile sales financing 
was favorably reported by the Massachusetts state legislative committee 
on banks and banking. 

The bill would limit charges to 8 per cent on new cars; 10 per cent 
on cars under two years old, and 12 percent on cars over two years old. 
It would require that insurance costs be broken down in the sales 
contract. 


MICHIGAN: Governor Williams declared that small, independent 
banks in Michigan should get extra help from the state to assure their 
survival against big competitors. 

Speaking at swearing-in ceremonies for Alonzo L. Wilson, newly 
appointed state banking commissioner, the governor expressed concern 
over small banks in Michigan that he said are being “swallowed up” in 
consolidation moves. He did not specify what form he thought state 
help should take. 


MINNESOTA: A bill to increase from $300 to $750 the maximum 
loan obtainable under the state small loan act was passed by the Minne- 
sota Senate and sent to the House. : 

The measure would permit interest at 3 per cent a month for the 
first $200 of unpaid balance; 2 per cent on the balance between $200 and 
$400, and 1 per cent on the balance over $400. 
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In another development, an amended compromise version of a 
House-approved bill to regulate automobile sales financing was favor- 
ably reported to the Minnesota Senate by its banking committee. The 
compromise was between the House measure, sponsored by Rep. D. D. 
Wozniak, and a Senate bill of similar intent sponsored by Senator Harold 
Schultz. 

The compromise bill would permit charges of $8 per $100 a year for 
automobiles less than two years old; $11 for those two to four years old, 
and $13 plus an initial $3 installment sales fee for those four or more 
years old. 


MISSOURI: A bill to increase from $400 to $600 the maximum 
which may be borrowed under the state small loan law, which permits 
a maximum interest rate of 26.6 per cent, was introduced in the Missouri 
legislature by Rep. Floyd L. Snyder, Sr., Jackson County Democrat, and 
others. 

Another Missouri legislative proposal, sponsored by Rep. Lee Aaron 
Bachler, Anderson Democrat, would allow larger banks in Kansas City 
and St. Louis to operate one branch bank each. 


MONTANA: Defeated by the Montana House of Representatives 
was a bill which would have authorized a probe of the activities of 
nearly 1,500 small loan companies operating in the state without statu- 
tory regulation. 

Introduced by Rep. Dale L. McGarvey, Flathead County Democrat, 
and others, the bill would have provided for an investigation by the 
State Board of Equalization into the business of lending money in 
amounts of $1,000 or less. 

Exempted by the bill were banks, trust and investment firms, sav- 
ings and building and loan associations, credit unions, licensed pawn 
brokers and Morris Plan companies. 

The Montana House earlier killed a bill that would have put under 
state regulation companies making loans of $1,000 or less. This measure 
would have limited interest rates to 12 per cent a year. 

Given final passage by the Montana legislature was a bill to tax 
bank capital surplus at 7 per cent instead of the former 30 per cent. 


NEBRASKA: After hearing arguments against the measure, the 
Nebraska legislature’s banking commerce and insurance committee held 
a bill which would authorize retailers to sell on credit at the same 
interest rates which banks can collect on personal loans. 

_ Maximum interest under the bill would be 18 per cent a year, accord- 
ing to sponsors, who said the present maximum interest rate of 9 per cent 
a year under the state usury laws does not cover the merchant’s handling 
costs in many cases. 
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NEVADA: A bill introduced in the Nevada legislature as AB 194 
would provide civil and legal penalties for persons who charge more 
than the maximum rate of interest or excessive fees in the handling of 
investments or other financial transactions. 

Sponsored by Assemblymen George Von Tobel of Clark and Hugh 
McMullen of Elko, both Republicans, the measure would make it illegal 
to assess compound interest in a financial transaction unless the agree- 
ment specifically provided for it. 

It also would set a 12 per cent maximum interest rate on loans and 
would make it illegal to collect more than 5 per cent in fees on trans- 
actions under $1,000. A maximum of 8 per cent could be collected in 
fees on transactions over $1,000. 

Violation of the proposed act would be a misdemeanor, punishable 
by a fine. The bill also would permit persons charged interest or fees 
in excess of the limits to collect triple damages in a civil court. 


NEW HAMPSHIRE: A ruling by the New Hampshire Supreme 
Court held that banks may pool trust funds for investment purposes. 

Sought by the Mechanicks National Bank of Concord, the ruling 
clarified a 1953 state law giving banks broader investment power. It 
enables a bank to lump all its trusts together and invest the total instead 
of investing each trust funcLas an individual unit. 


NEW MEXICO A “precomputation” bill passed by the New 
Mexico legislature, and at this writing awaiting action by Governor 
Mechem, would not permit increasing of interest rates, but would 
merely make bookkeeping simpler for small loan firms, according to the 
State Banking Department. 

In commenting on rumors that the measure might enable small loan 
firms to boost their interest rates, William Malloy of the State Banking 
Department said there were safeguards to prevent any interest-hiking 
attempt. 

He explained that under present New Mexico law, if a borrower gets 
a $300 loan on a 12-month repayment basis, the note is written for $300, 
representing principal only. Then the interest is computed on the 
diminishing balance each month for the exact number of days between 
payments. 

On the same amount and kind of loan under the “precomputation” 
measure, the note would be written for $370.20, comprising both interest 
and principal. It would then be up to the borrower to repay in 12 equal 
installments. 

A borrower making his monthly payments on time would pay the 
same $370.20 under either system, Malloy said. 

The bill provides that a small loan firm couldn’t make a default 
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charge for late payment within less than 10 days after date of the 
schedule payment, an a default charge “may not be collected more 
than once for the same default.” 

Malloy said the measure wasn’t proposed by the banking depart- 
ment, which took no stand on it one way or the other. 


NEW YORK: Compromise legislation to bring all installment sales 
under state regulation was agreed upon by leaders of the Republican 
majority of the New York legislature and representatives of the Harri- 
man Administration. 

The bipartisan agreement was expected to clear the way for legisla- 
tive enactment of a measure providing for regulation of installment 
sales of appliances, jewelry, furniture and anything else not regulated by 
a 1956 state law applying to motor vehicles. 


The new legislation will require installment sellers to disclose in 
detail at the time of the transaction the price, all service charges and the 
rates at which they are computed, any insurance fees and any other 
costs. All these must be listed clearly and separately in the contract, 
with an informative description of the goods. 

Under the bill, no seller may impose a service of more than $10 
for each $100 of sale price per year on a single purchase installment 
transaction up to $500. Above that amount the limit would be $8 
per $100 per year. 

These ceilings would apply irrespective of whether the seller retained 
a lien on the items during the time that a price was being paid in install- 
ments. 

Bipartisan agreement also was reached for the enactment of legisla- 
tion which would: 

Make all automobile installment sales subject to the regulations im- 
posed a year ago, instead of only those under $3,000. 

Spell out the State Banking Department’s supervisory and investiga- 
tive authority in regard to sales finance companies. 

Increase from two to three years the duration of loans for automobile 
financing or other personal needs that banks, trust companies and 
industrial banks may make. 

Provide that once a buyer has paid 20 per cent of the cost of a new 
purchase, the seller may not, because of default of the new purchase, 
repossess goods bought under a previous installment contract to which 
the new item has been added. 

Control for the first time the “revolving credit” system used by some 
department and furniture stores. Under this system, a store allows a 
customer to carry up to a specific amount of credit on the books so long 
as regular monthly payments of a specified size are made. The legisla- 
tion would limit monthly charges on such accounts to 1! per cent of 
the total unpaid balance up to $500 and 1 per cent of the balance above 
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that amount. Until May 1, 1958, a $1-a-month ceiling would be imposed 
on revolving credit service charges. This would provide time for study 
of the operating costs of such programs and possible subsequent legisla- 
tive changes in the limitation. 


NORTH DAKOTA: A concurrent resolution calling for an interim 
study by the State Legislative Research Committee of small loan interest 
rates, installment sales financing and related issues was given final 
passage by the North Dakota legislature. 


OKLAHOMA: A bill passed by the Oklahoma House of Representa- 
tives and sent to the State Senate would permit banks and other desig- 
nated financial institutions to close on one business day each week. 

The present state law, under which Oklahoma City and Tulsa banks 
close on Saturday, applies only to Tulsa and Oklahoma counties. 


OREGON: A bill proposing Saturday bank closing was tabled by 
an Oregon Senate committee. 

A bill designed to increase the amount of money available in Oregon 
for mortgage loans was introduced in the Oregon Senate by its financial 
affairs committee at the request of the state superintendent of banks. 

It would authorize banks and trust companies to make real estate 
loans up to two thirds of the appraised value of the property. Existing 
state law limits these loans to 60 per cent of the “actual cash market 
value” of the property on which the loan is made. 


PENNSYLVANIA: A bill proposing a maximum 6 per cent interest 
on loans and installment payment contracts for minor home improve- 
ments was introduced in the Pennsylvania legislature by Rep. Kenneth 
Lee, Sullivan Republican. 

The measure would require contracts for loans up to $300 for real 
estate improvements to carry on their face the principal amount as well 
as a separate statement declaring the interest rate per annum. It would 
also provide that payments must be accepted before the due date without 
interest beyond the date of payment. 


RHODE ISLAND: A bill introduced in the Rhode Island legisla- 
ture would regulate installment sales of motor vehicles and would 
license automobile sales finance companies under jurisdiction of the 
state banking commissioners. 

Sponsored by Rep. G. C. Berk, Providence Democrat, the bill would 
limit financing charges to 7 per cent annually on new cars; 9 per cent 
for cars up to two years old, and not more than 12 per cent on all others. 

Five insurance regulatory bills were introduced in the Rhode Island 
legislature by Senators J. G. McWeeney, Providence Democrat, and 
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H. J. Hall, Scituate Republican, with the backing of the Rhode Island 
Association of Insurance Agents. 

Three of the proposals are so-called “control business” bills. They 
would require any broker or any agent of either a domestic insurance 
company, or one incorporated outside the state to swear in getting a 
license that his principal purpose is not to place insurance on his own 
property, that of relatives, or employers or employes. 

All three bills contain language stating that the provisions would not 
prevent a motor vehicle dealer from placing insurance on any car sold 
by him whether for cash or whether the legal title is held by him for 
the purpose of securing a loan on unpaid installments of the purchase 
price. 

A fourth bill would prohibit any insurance company from issuing 
any policy upon life or property to the purchaser of real or personal 
property as an inducement to purchase. 

The fifth bill would bar from selling insurance in Rhode Island any 
company owned by another state or foreign country if that company 
had not been so owned before Jan. 1, 1955, and authorized to do business 
in Rhode Island on or before that date. 

Another Rhode Island legislative proposal, subsequently introduced 
by Representatives Gerard DiFiore, West Warwick Democrat, and E. 
Rex Coman, Narragansett Republican, by request, would give the 
state insurance commissioner the power to issue a cease and desist order 
against any person engaged in the insurance business who is found 
guilty of unfair competition or unfair or deceptive acts. 


SOUTH CAROLINA: A bill providing for a new state small loan 
law, permitting a 6 per cent interest rate on loans up to $200, was passed 
by the South Carolina House of Representatives and at this writing 
awaited State Senate action. 

The measure would replace the state’s 1956 small loan law, the 
constitutionality of which has been attacked because three counties 
were exempted from its provisions. The new bill would apply state- 
wide. 


SOUTH DAKOTA: A bill introduced in the South Dakota legisla- 
ture as House Bill 891, with the backing of automobile dealers, would 
limit financing charges in automobile sales and would require complete 
disclosure of automobile installment sales contract terms. 

On new cars, the maximum interest rate permitted by the bill would 
be 11/4, per cent a month on the declining balance. On two-year-old cars, 
the maximum rate would be 1/4 per cent, and on older cars the rate 
would be 2!/, per cent a month. A minimum finance charge of $20 for 
each contract would be provided. 
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TENNESSEE: A bill given final passage by the Tennessee legisla- 
ture and sent to the governor for signature limits loans made to an 
individual to 10 per cent of the group’s assets or $30,000. The measure 
limits credit union dividends to 6 per cent. 


TEXAS: Two bills to regulate small loan firms were favorably re- 
ported to the Texas House of Representatives by its judiciary committee. 

One of the measures would limit the total charges that could be 
made on small loans, while the other would set up a licensing plan. 

The bill to limit charges would provide that no lender could legally 
contract for or receive interest in excess of 10 per cent a year on loans 
of $500 or less. Limits also would be placed on charges other than in- 
terest, such as investigating fees, bonuses, commissions, insurance 
premiums or anything else in connection with the loan. 

State Attorney General Will Wilson had earlier advised the com- 
mittee that the Texas legislature could write a law to limit total charges 
on loans without violating the state constitution’s limit of 10 per cent 
annual interest. 

Wilson held valid a section of proposed legislation which would re- 
strict total charges on loans below $100 to 3 per cent a month; on those 
$100 to $300 to 2.5 per cent, and on $300 to $500 balances to 2 per cent. 
The measure would not allow any interest greater than 10 per cent but 
would permit charges for such extra services as insurance on the borrower. 


UTAH: A bill given final passage by the Utah legislature and sent 
to the governor for signature permits the governor and state bank com- 
missioner to authorize branch banks without a public hearing. 

Enacted earlier by the Utah lawmakers was a bill to place state 
banks on a par with federal banks by removing restrictions on the 
amount banks may invest in banking offices and buildings and to make 
such investment subject to approval of the state bank commissioner. 

In another development, a bill to outlaw the so-called “debt adjust- 
ment” business was introduced in the state legislature by Senator Merrill 
K. Davis, Salt Lake City Republican. 


VERMONT: Enactment of a bill to double the limit on small loans 
from $300 to $600 was urged by officials of the Vermont Association 
of Small Loan Companies at a hearing conducted by a State Senate 
committee. 

With Vermont banking interests having dropped their former opposi- 
tion to increasing the small loan limit, only scattered objects were raised. 

A bill to double the limit on small loans from $300 to $600 was favor- 
ably reported to the Vermont Senate by its committee on banking and 
corporations. 
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In approving the measure, however, the committee cut back the 
interest rates small loans firms could charge on the amount of the loan 
over $300. 

As originally introduced by Senator Niquette of Chittenden County, 
the bill would have permitted an interest rate of 1!4. per cent a month on 
the amount over $300. The committee recommended that this be 
reduced to 1 per cent. 


“WASHINGTON: A bill which would compel small loan companies to 
list the interest they charge per year when they advertise their rates 
was passed by the Washington State Senate and sent to the House. 


WEST VIRGINIA: A bill to outlaw the “debt adjustment” business 
was introduced in West Virginia Senate by its judiciary committee. 


WISCONSIN: A bill relating to the branch banking controversy 
was introduced in the Wisconsin legislature by Senator Robert Knowles 
of New Richmond and Frank E. Panzer of Hartland, both Republicans. 

It would permit two banks which consolidated to continue operating 
at both locations, if they were in the same county or within the same 
25-mile trade area. Under present Wisconsin law, the consolidating 
banks are limited to just one bank outlet. 


NEW POWER OF ATTORNEY REGULATION 
REGARDING CHECKS 










The Treasury Department has issued a new regulation indicat- 
ing that a general power of attorney is now sufficient for clearance 
of checks drawn on the government for public debt obligations, tax 
refunds or for goods and services rendered to the government. For 
all other purposes, however, a special power of attorney limited to 
12 months duration must be used. The prior rule was that checks 
representing social security benefits, veterans’ compensation, educa- 
cational benefits, and mustering out pay would be paid only if 
accompanied by a power of attorney issued after the date of the 
check. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Living Trust or Testamentary Trust? 





Merchants National Bank of Aurora v. Weinold, Illinois Appellate Court, 
Second District, January 5, 1957 


A trust settlor transferred securities to the trustee bank. The trust 
agreement provided that trust income should go to the settlor for her 
life, then to her sister for her life, then the trust remainder to named 
beneficiaries. The settlor reserved the power to revoke, modify, alter 
or amend the trust at any time and to withdraw all or any part of 
corpus and to increase or decrease corpus, all without the consent of 
the trustee or the beneficiaries. During the settlor’s life the trustee could 
not exercise any of its powers without the written consent of the settlor. 
Issue arose as to whether the trust was a living trust, effective immedi- 
ately, or a testamentary trust, effective at the settlor’s death, HELD: 
the trust is a living trust. The language of the trust agreement is 
absolute rather than conditional, and upon delivery of the trust corpus 
to the trustee legal title passed to the trustee and equitable title to the 
various beneficiaries. The retention of various powers by the settlor, 
even when coupled with a life interest, does not render the trust in- 
operative for want of execution as a will. The settlor did not retain the 
power to deal with the trust property as she pleased or to have posses- 
sion thereof or to prescribe details of trust administration not specified 
in the agreement. 


Failure to Exercise Power of Appointment Among a Class 
Does Not Defeat Intention to Benefit That Class 





In re Fabbri; In re United States Trust Company of New York, 
New York Court of Appeals, January 10, 1957 


Decedent’s will established a trust for the benefit of his brother’s 
wife. At the wife’s death the trust principal was to go to such issue of 
the wife’s daughter as decedent should appoint in writing. At no time 
after execution of his will did decedent make such appointment in 
writing. The brother’s wife died and the trust was terminated. The 
trustee sought instructions as to distribution of the trust principal. 
HELD: The will shows a dominani purpose to make a gift of the trust 
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remainder to the issue of the wife’s daughter. “... the nomination of 
that class as the group entitled to the remainder was unconditionally 
made; only a designation by way of apportionment (among the class, i.e., 
the daughter’s issue) was reserved for future determination.” To permit 
interstate distribution of the trust remainder would defeat decedent’s 
manifest intention to benefit the daughter’s children. 


One Given Usual Duties of an Executor May Qualify as 
Executor of the Estate 





In re Gleason, New York Surrogate’s Court, Queen’s County, 137 New York 
Law Journal 11, January 11, 1957 


Decedent’s will did not expressly name an executor. However, 
the will did direct a woman to take care of decedent’s funeral, the 
expenses thereof and to pay any “bills” on his property. The woman 
sought to be appointed executrix of decedent’s estate. HELD: By 
such directions decedent designated the woman to perform the usual 
duties of an executor. “She is to be regarded as an executrix according 
to the tenor of the will. Consequently, letters testamentary may issue 
to her upon qualifying as required by law.” 


Estate of Wife Dying Two Days After Testator Does 
Not Take Testator’s Property 





Weir v. Weir, Ohio Court of Appeals, Hamilton County, January 3, 1957 


Decedent died two days before his wife. His will gave property to 
his wife and provided that should his wife predecease him “or we both 
should die as a result of a common accident, then all of my property ... 
to my brother.” An Ohio statute provides that when a surviving 
spouse or legatee dies within 30 days after the death of the decedent the 
estate of the first decedent shall pass and descend as if he had survived 
such surviving spouse or legatee, but the statute does not apply where 
a will provides for distribution of property in a manner different from 
that of the statute. In an action on the will, HELD: The purpose of 
the statute is to prevent a surviving spouse from inheriting when, due 
to the circumstances of her death, she could have no need or use of 
such estate and it would pass to her heirs along with her own estate. 
Decedent’s will showed his intention to direct the distribution of his 
property to one of his own choice if his wife was not in being to benefit 
from it. That intention is entirely consistent with the purpose of the 
statute, and decedent’s estate should be distributed in accordance with 
the direction contained not only in one will but also in the statute. 





. 


: 
; 
| 
; 
j 








. 


nor wom inane, 


aaron 


TRUST DECISIONS 451 


Assignment of Trust Assets to a Second Trust For 
the Benefit of Creditors 





Stanfill v. Defenbach, United States Court of Appeals, Ninth Circuit, 
January 4, 1957 


Settlor created a trust of insurance policies reserving the right “ (a) 
to pledge any of such policies as collateral or (b) to exercise the loan 
rights as provided in said policies.” Settlor then created a second trust 
for the benefit of his creditors whose debts were unpaid and immedi- 
ately collectible. The corpus of the second trust included the insurance 
policies, which had been transferred to the second trustee with power 
to exercise the policies’ loan rights in order to secure money to pay 
the creditors. After settlor’s death, the beneficiaries of the first trust 
argued that the second trust was invalid. HELD: The second trust is 
valid. The reservation by the settlor in the first trust permitted him 
to assign the policies in trust with power in the second trustee to secure 
loans on the policies. Hence the interests of the beneficiaries of the 
first trust could be defeated to the extent of the claims of settlor’s 
creditors secured by the assignment of the policies. 


No Surchage of Trustee When Economic Conditions Unstable 





In re New York Trust Co.; In re Thompson, New York County 
Supreme Court, 137 New York Law Journal 6, January 15, 1957 


The guardian of a serviceman beneficiary sought to surcharge a 
trustee for speculative investments of trust funds. No bad faith or 
ulterior motive in the investments was charged. All but one of the 
investments objected to were made between June 8, 1928 and March 11, 
1930. HELD: No surcharge. “It is a matter of common historical 
knowledge that during these crucial years of investments worsened to 
an alarming degree. The acts of the trustee must be estimated in the 
light of the facts and circumstances obtaining at the time of his acts, 
and not by the knowledge coming to us a generation or so after the 
event ... Errors of judgment alone, unaccompanied by bad faith or 
gross indifference, do not make a trustee answerable.” 








TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts 






























Ineffectual Appointment of Property Still a Taxable Exercise of a 
Power of Appointment 





Thompson, et al. v. United States of America, United States District Court, 
E.D. Pennsylvania, February 14, 1957 

Decedent’s mother created a testamentary trust for decedent and 
her brother for life and gave each of them a power of appointment over 
her and his share of the trust remainder. If the power of appointment 
was not exercised, the trust remainders were to go to decedent’s and 
the brother’s children. Decedent’s will bequeathed her residuary estate, 
including property “subject . . . to my . . . appointment,” to her two 
children. The Pennsylvania Orphan’s Court ruled that the residuary 
clause in decedent’s will was an “ineffectual appointment” of the power 
of appointment given decedent by her mother because decedent gave 
the residue to her daughters who would have taken the same shares 
under decedent’s mother’s will anyway. Decedent’s executors there- 
after argued that since the Orphan’s Court found the appointment 
“ineffectual,” the appointive property should not be included in dece- 
dent’s estate for federal estate tax purposes. HELD: The appointive 
property is includible in decedent’s gross estate as property over which 
a power of appointment was “exercised.” The adjudication of the 
Orphan’s Court was only a ruling as to the passing of title to the 
property subject to the power and did not pass on the question as to 
whether the power of appointment had been ineffectively exercised. 
Decedent’s will “exercised” the power of appointment even if such 
exercise resulted in an ineffectual appointment. 


Tax Classification of Remarried Husband 





Opinion of the Texas Attorney General, Opinion No. WW-9, 
January 29, 1957 
_  Decedent’s will bequeathed all her estate to her daughter and the 
daughter’s husband or the survivor of them. The daughter died, her 
husband remarried, was divorced and was unmarried when decedent 
died. For inheritance tax purposes in receiving the bequest the husband 
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argued that he was a class A beneficiary, a “husband of a daughter or 
the wife of a son” within the Texas tax statutes. The above Opinion 
states that the status of a “husband of a daughter” was destroyed by 
the remarriage. “It was this status upon which a favorable classifica- 
tion depended, and it was non-existent at the date of the decedent’s 
death.” 


No Tax on Non-Exercise of Conversion Option in Annuity 
Purchased by Employer 





Bosworth v. United States, United States District Court, W.D. Washington, 
December 5, 1956 


Decedent’s employer purchased a ten-year retirement annuity for 
decedent. If decedent died after commencement of the payments, the 
payments were to continue to his wife. The annuity contract gave 
decedent the option at any time prior to commencement of payments 
to convert the ten-year annuity to a life annuity. Decedent died 
without exercising the option and having already received 36 monthly 
annuity payments. The Commissioner of Internal Revenue contended 
that the value of the annuity payable to decedent’s wife after his death 
was taxable to decedent’s estate because, by refraining from exercising 
the option to convert, decedent assured his wife an unpaid annuity at 
his death, thereby indirectly effecting a transfer intended to take effect 
in possession or enjoyment at death, HELD: The wife’s right to 
receive annuity payments did not result from any transfer made by 
decedent. The employer, not decedent, purchased the annuity, and 
under such circumstances the exercise or non-exercise of the option 
by decedent is not a taxable transfer effected by decedent. 


Transfer Not in Contemplation of Death if Motive is a Purpose 
Associated With Life 





Duncan v. United States of America, United States District Court, 
D. Massachusetts, February 6, 1957 


A settlor in 1934 created a trust, income to his daughter for her life, 
but the trustees in their discretion could pay her from principal the 
difference between actual income and $5,000 if income fell below $5,000 
in any year. The trustees, of whom the settlor was one, also had the 
power to determine what property coming into the trust was income 
and what was principal and to allocate expenses against income or 
principal. In 1946 the settlor, at age 87, resigned as trustee and his 
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son-in-law took his place. The settlor died in 1947. The Government 
contended that the settlor had reserved to himself as trustee the right 
to designate the persons who should possess or enjoy the trust property 
or its income and the power to alter or amend the trust, and that his 
resignation as trustee constituted a taxable relinquishment of these 
powers in contemplation of death. HELD: The settlor’s resignation 
was not in contemplation of death. He was in excellent health, except 
for failing eyesight which caused him to want to relieve himself of his 
fiduciary duties. “The essential question is what was the motive which 
led the decedent to make the transfer . . . A transfer is made in con- 
templation of death when made from a motive associated with death, 
such as the desire to avoid estate taxes, or to make the transfer as a 
substitute for testamentary disposition . .. The thought of death must 
be the dominant, impelling or primary motive . . . A transfer is not 
made in contemplation of death where the primary motive is a purpose 
associated with life. Among such purposes is that of relieving the donor 
of the cares and burdens of management of the property involved.” 


Estate Tax Deduction for Joint Income Tax Return Filed by 
Decedent’s Estate and Surviving Spouse 


Revenue Ruling 57-78, LR.B. 1957-9, p. 17 


Question arose as to the proper estate tax deduction when income 
received by a decedent during his lifetime is included in a joint income 
tax return filed by decedent’s estate and his surviving spouse. The 
above Ruling states that for purposes of determining the amount allow- 
able as a deduction the amount of income tax attributable to decedent’s 
income shall be considered to be that proportion of the joint tax liability 
for the period covered by the joint return which the amount of income 
tax for which decedent would have been liable had he filed a separate 
return for that period bears to the total amount of income tax for 
which decedent and his spouse would have been liable if both spouses 
had filed separate returns for that period. In computing the tax for 
which decedent would have been liable had he filed a separate return, 
the tax is computed only on the income of decedent for the part of the 
year immediately prior to date of death (a fractional year), and the tax 
for which the surviving spouse would have been liable had she filed a 
separate return is computed on her income for the entire year. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Commercial Banks 
and Liquidity 


During this postwar period, 
bank liquidity has been affected 
by two important changes. One 
has been a pronounced shift in the 
composition of earning assets. 
Some $32 billion of readily salable 
Treasury issues—largely short- 
term—have been liquidated; at the 
same time, loan portfolios have in- 
creased by $65 billion. At the 
close of World War II, Treasury 
securities comprised roughly 75 per 
cent of bank earning assets where- 
as, currently, loans dominate bank 
portfolios. A collateral observa- 
tion is that generally speaking, 
bank loan portfolios now show a 
much larger proportion of term 
loans, consumer loans and real 
estate loans than has been typical 
of the past. 

The second change has been the 
rise in interest rates over the past 
three years which has depressed 
bond prices and which has left 
many banks holding securities with 
market prices below par or cost. 
Both of these developments have 
undoubtedly tended to diminish 
the exceedingly high level of 
liquidity which characterized the 
commercial banking position a 
decade ago. 

According to the April Monthly 
Review of the Federal Reserve 
Bank of Kansas City, the change 
in the composition of bank earn- 
ing assets since 1945 has been 
fundamental and has generated 
important changes in bank liquid- 


ity. However, it warns that a 
cursory examination of the nature 
of present asset holdings may 
lead too readily to the conclusion 
that banks today possess very 
little liquidity; this is particularly 
true if attention is directed ex- 
clusively to the volume of securi- 
ties—particularly Treasury issues 
—maturing in less than a year. 
Such an approach, we are re- 
minded, overlooks the important 
source of liquidity provided by the 
greatly enlarged volume of loans. 
Far from being completely illiquid 
assets, bank loan portfolios provide 
a continuous flow of liquid funds 
to meet needs arising out of de- 
posit losses and new loan demands. 

Cited in the Monthly Review is 
a recent survey of member bank 
business loans which shows that 
about two-thirds of bank loans to 
business mature in less than a year. 
This represents the traditional 
type of credit extended by banks— 
accommodation of short-term 
funds for production purposes. Of 
course, the liquidity of these loans 
does not depend on their salability 
or shiftability to another lender; 
rather, it depends on successful 
marketing of the product being 
financed. And although this may 
be an entirely different form of 
liquidity from that characterizing 
Treasury securities, one basic 
similarity exists. Liquidity of 
securities is achieved through the 
current marketability of the debt 
instrument itself; in the case of 
short-term business loans, the 
liquidity also depends on market- 
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ability, but of the underlying 
goods rather than the debt instru- 
ment. 

The Kansas City Reserve Bank 
remarks that current information 
is not available on the volume of 
business loan repayments. How- 
ever, assuming an average matur- 
ity of six months—which it re- 
gards as “probably . . . too long” 
—repayments during the average 
month could be conservatively 
estimated at 15 to 18 per cent of 
outstanding business loans. For 
all commercial banks, this would 
mean that roughly $6 billion 
becomes available each month for 
reinvestment, including renewals. 

It is estimated that business 
loans with a maturity over one 
year comprise one-third of total 
commercial and industrial credits 
outstanding. Ordinarily, the long- 
term loan is not liquidated by the 


sale of goods already in existence 
(as is the traditional short-term 
loan) but from the sale of goods 
and services which are expected 
to be produced during the period 


of the loan. Necessarily, the 
liquidity of such longer-term 
credits depends upon anticipated 
income of the borrower. The loan 
is liquidated in installments drawn 
from earnings of the plant or 
equipment which serves as colla- 
teral for the loan. A final neces- 
sary condition for the liquidity of 
either long-term or short-term 
business loans, of course, is the flow 
of receipts from public consump- 
tion of the goods and services 
financed by these credits. 

Some discussion of consumer 
loans is appropriate at this point. 
Thousands of banks have under- 
taken to provide consumer credit 
during the postwar period and it 
may be observed that the volume 
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of short- and intermediate-term 
credit outstanding at commercial 
banks has increased more than 
fifteenfold since the end of 1945. 
Such consumer credit represents 
about one-sixth of total loan ex- 
pansion in the post-war period and 
amounted to nearly one-seventh 
of outstanding loan volume at the 
end of last year. The liquidity of 
these credits, comments the 
Monthly Review, is one step 
further removed from the concept 
of salability represented by mar- 
ketable securities. Repayment of 
such loans does not, as in the case 
of term-loans, flow from antici- 
pated sale of output but from 
future earnings of the borrower— 
which are unrelated to the purpose 
of the loan. 


Liquidity of real estate loans, 
the volume of which has increased 
relatively faster in the postwar 
period than either total earning 
assets or total loans, rests upon the 
same consideration. The two groups 
of installment loans to consumers, 
real estate and consumer credit, 
have maturities ranging from 
under one year to over 20 years 
and now form more than one-sixth 
of commercial bank earning assets. 


It must be realized that the large 
current volume of installment 
loans (short—, intermediate—, 
and long-term) have important 
amortization features which pro- 
vide a substantial and regular flow 
of funds to the banks. During 
1956, for example, short- and inter- 
mediate-term installment credit 
provided commercial banks with 
an average of more than $1 billion 
a month in repayments. Liquida- 
tions for last year are estimated 
to have exceeded $13 billion, or 
more than the average total 
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amount of such credit outstanding. 
The slower liquidation schedule of 
residential mortgages provided an 
estimated $4 billion of repayments 
to commercial banks in 1956. 

The Kansas City Reserve Bank 
remarks that these statistics point 
up the fact that bank loan port- 
folios do not consist of completely 
illiquid assets but are capable of 
contributing a substantial cash 
flow to meet needed adjustments 
A feature of installment payments 
is that the resulting flow of funds 
from repayment has little season- 
ality; they are scheduled on a level 
month-to-month basis and there- 
fore provide a firm foundation for 
plans to meet anticipated financial 
needs. On the other hand, the 
very scheduled nature of such 
liquidations means that they are 
not capable of performing the 
same function as an asset im- 


mediately salable in the market. 

For the individual bank, liquid- 
ity of earning assets has become 
increasingly dependent upon an- 
ticipated income of the borrower, 
rather than upon the shiftability 


of the debt instrument to an- 
other holder. Liquidation of 
business loans, loans on real estate, 
and consumer loans all rest upon 
the ability of the borrower to 
market his product or services 
and thereby obtain the income to 
meet his loan maturity. In the 
event of a severe depression with 
sharply declining prices, the 
volume of loan repayments might 
be expected to drop off substan- 
tially. Real estate loan repay- 
ments, and to a lesser extent auto- 
mobile loan repayments, might be 
particularly affected; this is be- 
cause declines in the value of col- 
lateral would tend to restrict 
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“trading up” in these assets and 
the accompanying repayment of 
loans ahead of schedule. 


“Thus, the liquidity of the bank- 
ing system today,” states the 
Monthly Review, “rests strongly 
on the continued flow of income to 
borrowers and consequently is 
closely related to continued high 
levels of employment and economic 
activity. Insofar as banks as a 
whole are concerned, complete 
liquidity through a shifting of 
assets to the market is impossible, 
regardless of whether portfolios 
consist of loans or securities. Wide- 
spread or general liquidation of 
noncash assets would be possibie 
only through intercession of monc- 
tary authority and the supplying 
of new reserves.” 


Capital Outlays 


Last year, the marked upsurge 
in business spending on plant and 
equipment provided substantial 
underpinning for the economy. 
This support was salutary in view 
of the significant decline in auto- 
mobile production and the mode- 
rate sag in residential building. 
Although capital outlays have been 
on a steeply rising trend for the 
past two years, there is some in- 
dication that the business invest- 
ment boom is topping off and that 
the rate of spending may not rise 
appreciably over present levels. In 
others words, although investment 
outlays should continue to be an 
important sustaining force in 1957, 
they may not be sufficient to offset 
weakness, should it develop, else- 
where in the economy. 


The SEC and the Department 
of Commerce project a rise of 61/4, 
per cent in business outlays this 
year to a new record of roughly 
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$37.5 billion. The prospective in- 
crease, it may be observed, com- 
pares with actual increases of 22 
per cent and 7 per cent, respec- 
tively, in 1956 and 1955. The 
Government prediction may also 
be compared with an_ earlier 
McGraw-Hill estimated increase 
of 11 per cent for 1957. It is quite 
probable that discrepancy between 
these two projections reflects 
differences in the companies in- 
cluded in the surveys, rather than 
any significant cutbacks in expan- 
sion programs over the past few 
months. 

Reviewing these forecasts, the 
Economics Department of the 
Bankers Trust Company of New 
York notes that in 1956 business 
was boosting its investment pro- 
grams on a broad scale; this year, 
however, is marked by a number 
of cross-currents. Still pushing 


their expansion programs ahead 
vigorously are public utilities, rail- 


roads, nonferrous metals, steel, 
machinery and chemical industries; 
on the other hand, cutbacks are 
being planned by commercial 
enterprises, mining, automobile, 
textile and some building material 
companies. 

It is also pointed out that a 
substantial part of the prospective 
increase in dollar outlays this year 
apparently reflects higher prices. 
Measured in terms of physical 
volume, plant and equipment ex- 
penditures are expected to show 
little, if any, advance. Rate of 
spending for the first half of 1957 
is projected at roughly the same as 
that planned for the year as a 
whole. Thus, outlays may be ex- 
pected to hold fairly steady on a 
high plateau throughout the year. 

The Bankers Trust discussion 
remarks that surveys of intentions 
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to spend cannot be regarded as 
firm guides to actual outlays. This 
is because plant programs may be 
stretched out, postponed, or can- 
celled if sales and profits fail to 
measure up to expectations. How- 
ever, it is worth noting that such 
surveys have, in the past, consis- 
tently and correctly signalled 
year-to-year changes in the direc- 
tion of total capital spending; they 
also have a good record in predict- 
ing the magnitude of year-to-year 
changes in spending, although they 
are less accurate in this respect. 

According to the Bankers Trust 
Company, evidence points to a 
levelling off in business investment 
spending; accordingly, it is not 
likely to provide the powerful up- 
ward thrust to the economy this 
year that it did throughout 1956. 
However, it is also remarked that, 
at this time, “the signs are by no 
means conclusive that the rate of 
spending is on the threshold of a 
precipitous decline.” 


The Consumer and Business 


“How now, Mr. Consumer?” is 
the intriguing title of a fascinating 
comment in the March Monthly 
Review of the Federal Reserve 
Bank of Minneapolis. The article 
notes that the consumer played a 
key role in lightening the effects of 
the 1949 and 1953-4 recessions. 
The 1949 inventory adjustment, 
for example, created considerable 
apprehension that the long-pre- 
dicted postwar depression was at 
hand and led many businessmen 
to retrench. This made little im- 
pression on Mr. Consumer, how- 
ever, who kept on borrowing and 
spending. 

In 1953-54, after the Korean war, 
the economy was depressed as a 
result of Government expenditures 
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and, in anticipation of reduced 
demand, business inventories were 
cut back by $2.6 billion and spend- 
ing for plant and equipment 
dropped $1.9 billion. This was 
another occasion on which the 
consumer paid little heed to the 
prevailing trend and kept on 
borrowing and spending. The net 
result was that businessmen soon 
discovered that they were more 
active than ever, producing a 
larger and not smaller volume of 
goods. 

“There is no question that now, 
in these early months of 1957,” 
declares the Minneapclis Reserve 
Bank, “the delicate balance be- 
tween ‘too much’ and ‘not enough’ 
presents to the eye of many a 
picture of business uncertainty. 
Businessmen apprehensive of ‘ad- 
justments’ are looking harder than 
ever at the consumer. Will he 
continue to be a stubborn opponent 
of return to less-than-normalcy? 
Or will he not?” 

“If the consumer performs his 
job of consuming with the hardi- 
ness he has indicated in polls and 
surveys, there seems to be little to 
worry about on the consumption 
side. His spirit is willing and his 
income remains anything but 
weak. He keeps his buying sights 
on bigger and better things, which 
implies, it would seem, continued 
high spending and perhaps higher 
debt.” 

This consumer attitude is 
affirmed by The Twelfth Annual 
Survey of Consumer Finances, 
prepared for the Federal Reserve 
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System by the Survey Research 
Center of the University of Michi- 
gan. The survey reported that 
income remains “strong”, with 
about 41 per cent of all spending 
units reporting total income of 
$5,000 or more in 1956; this com- 
pares with 36 per cent in 1955 and 
26 per cent in 1952—years when 
the consumer was also spending 
freely. 

Spending units holding liquid 
assets increased from 72 per cent 
in early 1956 to 75 per cent early 
this year. Roughly 40 per cent of 
all spending units anticipated 
further increases in their incomes 
this year and about 60 per cent 
expected general business condi- 
tions to be good. With respect to 
planning for purchase of durables, 
these are appraised at about the 
same as in 1956; however, con- 
sumers have voiced intentions to 
upgrade a bit from last year in 
new and used car purchases. 


One area in which there was a 
mild decline from 1956 is in re- 
ported plans for home buying. 
Nevertheless, a larger number 
than last year apparently intend to 
make expenditures on home im- 
provements and maintenance. 


What the consumer continues to 
say, therefore, is this: “I have 
money and I want to spend most 
of it. Lend me the purchasing 
power for my larger-scale buying 
and I'll pay you back—promptly 
out of my future income. As long 
as that pay envelope of mine stays 
fat and steady, I'll buy, all right.” 





BOOKS FOR BANKERS 


TAX PLANNING AND MAN- 


AGEMENT FOR ESTATES 
AND TRUSTS COVERED IN 
NEW PLI PUBLICATIONS. 
“The Estate Tax,” a 242-page 
monograph, and “Tax Manage- 
ment of Estates and Trusts,” a 
panel discussion by thirteen tax 
and estate law experts, have been 
published recently by the Prac- 
tising Law Institute, a nonprofit 
educational institution. Both 
publications are designed for use 
in estate planning and adminis- 
tration work. They explain 
comprehensively the tax laws 
and their pratical application to 
estate matters. Together with 
PLI’s previously published mono- 
graphs on “Drawing Wills,” 
“Estate Planning,” “The Gift 
Tax,” “Income Taxation of 
Estates and Trusts” and Valua- 
tion Problems,” they form a 
working library in this field. 
The monograph on “The Estate 
Tax” is written by James B. 
Lewis, a former Treasury De- 
partment official, now a member 
of the New York City law firm 
of Paul, Weiss, Rifkind, Whar- 
ton & Garrison. It contains 
many helpful charts and exten- 
sive annotations and_biblio- 
graphical references and may be 
purchased for $3. The experts 
whose panel discussions are re- 
ported in the “Tax Management 
of Estates and Trusts” publica- 
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tion, which may be purchased 
for $3.50, include counsel for 
several large trust companies 
and life insurance companies, a 
former Chairman of the Ameri- 
can Bar Association’s Section of 
Real Property, Probate and 
Trust Law, the authors of three 
of the PLI monographs on estate 
matters mentioned above, and 
three former Government tax 
lawyers. 

The Practising Law Institute’s 
complete catalog of publications 
may be obtained on request to 
it at 20 Vesey Street, New York 
e, Be 


THE ROLE OF FACTORING 


IN MODERN BUSINESS 
FINANCE. By Clyde W. 
Phelps. Commercial Credit Com- 
pany, Baltimore 1956. Pp. 70. 
The value of this book to 
bankers can be seen in the 
statement that “One way in 
which the banker can remove 
any uncertainty regarding the 
collectibility of the accounts 
receivable, of at least the larger 
business borrowers, is by such 
borrowers being ‘factored’ by a 
responsible factor. Since fac- 
toring can be of considerable aid 
in helping a company obtain a 
bank loan, bankers would do 
well to study this very practi- 
cal explanation of how factoring 
fits into modern day financing. 





AFTER YEARS OF WORK, she managed to get her first novel, Moods, published. 

It promptly flopped. 

Undaunted, she wrote a second novel, which became the rage of 1869. Busi- 
nessmen, lawyers, housewives, everybody read and talked about Little Women. 

Fortune had finally smiled on Louisa May Alcott. Twenty years had passed 
between her first writings and Little Women—years of poverty and pain She had 
been a maid, a paid companion, had nearly lost her life as a Civil War nurse. 

Now famous and secure, she would write many books. And people would love 
them. For, as she said, “I have had lots of troubles; so I write jolly tales.” 

In those words, spoke the kind of unvarnished courage without which this 
country would be a far poorer place. Poorer not only by Louisa May Alcott’s 
stories, but by the accomplishments of millions. For it is human courage and 
character that have made America wealthy and strong. And have made America’s 
Savings Bonds one of the world’s finest investments. 

170 million Americans back U.S. Savings Bonds—back them with a guarantee 
unmatched by any other form of saving. Your principal guaranteed safe to an 
amount—your interest guaranteed sure—by the greatest nation on earth. If 

u want real security, buy Bonds. Get them at your bank or through the Payroll 

ings Plan where you work. And hold on to them, 


SAFE AS AMERICA... U.S. SAVINGS BONDS & 
The U.S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America. 
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Federal Reserve Act—National Bank Act—Other 
Federal Banking Laws—Completely Indexed 


The new 1956 edition of FED- 
ERAL BANKING LAWS is now 
ready for delivery. Since our last 
edition Congress has enacted many 
important statutes. 


It contains in one compact 
volume all of the Federal laws 
affecting member banks, State and 
National, of the Federal Reserve 
System and non-member banks, 
insured under the Federal Deposit 
Insurance Law. 


The new edition of Federal 
Banking Laws contains the pro- 
visions of all of these statutes, that 


is to say, the Federal Reserve Act, 
the National Bank Act, subsequent 
banking acts and other laws of the 
United States regulating banking, 
as amended to date. The Bank 
Holding Company Act and all the 
1956 legislation are included. 


The provisions of these various 
laws are co-ordinated and codified 
under one system following the 
plan used in the Code of Laws of 
the United States. 


The book is a pocket size volume 
of 650 pages, completely indexed. 
It will give you all of these im- 
portant statutes under one cover. 


(Price $10.00 delivered) 
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